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To encourage and help students of accounting, The American Institute 
of Accountants has authorized 40% discount rates for certain of its publica- 
tions used by students in conjunction with their studies. 


Now Available 


CPA EXAMINATIONS 


May 1948—November 1950 
OFFICIAL QUESTIONS 


The complete texts of actual CPA 
Examinations prepared by The 
American Institute of Accountants 
and used by state and territorial 
boards throughout the country. 
Includes questions in accounting 
theory and practice, auditing and 
law. 


CLOTH BOUND $2.00 


UNOFFICIAL ANSWERS 


A companion volume covering ex- 
aminations given during the same 
period. Although these answers 
have not been officially prepared 
by The AIA, they do represent the 
best judgment of excellent authori- 
ties, Any candidate presenting an- 
swers as comprehensive and well- 
reasoned as these may feel con- 
fident of passing with high honors. 


CLOTH BOUND $3.00 


Discount rates do not 


apply to these books 


CODIFICATION OF Just published, this new 
STATEMENTS ON pamphlet presents in a 
AUDITING PROCEDURE comprehensive, up-to-date 
form, material previously contained in the Institute’s 
earlier statements on auditing procedure. Includes 
important sections on such subjects as auditing 
standards, responsibilities and functions of the inde- 
pendent auditor and extension of auditing procedure. 
Students will find especially valuable the large sec- 
tion of appendices devoted to a discussion of specific 
auditing questions. 


STUDENTS’ PRICE e 60 CENTS 


CASE STUDIES IN A series of nine pamphlets 
AUDITING PROCEDURE _ illustrating the actual ap- 
plication of current practices and procedures in the 
conduct of an audit. These studies are reports on specific 
audit programs and describe the work actually done. 
STUDENTS’ PRICE @ COMPLETE SET $2.70 
RING BINDER 2 $1.75 


CASE STUDIES IN Two studies designed to show 
INTERNAL CONTROL how an accountant evaluated 
the internal control of a textile company and a machine 
manufacturing company and applied his findings in the 
actual audit. 

STUDENTS’ PRICE @ TWO PAMPHLETS 60¢ 


INTERNAL An analytical study of the interdepend- 
CONTROL ence of management and the accountant 
in internal control. Outlines their respective respon- 
sibilities and the areas which demand close collabora- 
tion. Includes ten organization and procedural flow 
charts. 

STUDENTS’ PRICE 2 30¢ 


Instructors electing to use any of these publications in their courses 
may request gratis desk copies upon ordering ten or more copies 


Order from Dept. AR-10 


AMERICAN INSTITUTE OF ACCOUNTANTS 


270 Madison Avenue, New York 16, N.Y. 


(add 3% sales tax if delivered in Greater New York) 
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RELATIONSHIP OF ACCOUNTANTS 
AND LAWYERS IN TAX PRACTICE 


Joun L. CAREY 
Executive Director, American Institute of Accountants 


SUBSTANTIAL part of the practice of 
A professional certified public ac- 

countants in the United States re- 
lates to Federal income taxation. This-field 
of practice has also been part of the pro- 
fessional works of lawyers and has at- 
tracted an increasing number of lawyers 
in recent years. Many questions have 
arisen as to the extent to which account- 
ants may be invading the field of legal 
practice, or lawyers may be invading the 
field of accounting practice, by advising 
and assisting clients in dealing with their 
Federal income tax problems. 

Discussion and argument on these ques- 
tions has extended over a period of more 
than fifteen years. Some of the questions 
have been at issue in litigation, in hearings 
on proposed Federal and state legislation, 
and in formal conferences between repre- 
sentatives of the professions of law and 
accounting. A voluminous literature on 
the subject has been developed. 

Teachers of accounting should be 
familiar with this subject for two reasons: 
1. To enable them to inform students, who 
may expect to enter the practice of ac- 
counting, as to circumstances which may 
have an important bearing on a very large 
field of accounting practice; 2. To enable 
the teachers to make a contribution to the 
solution of some of the difficult questions 
which have presented themselves, by 


assisting in the development of a sound 
philosophical approach of the problem. 

The space available in this article per- 
mits only the broadest review of the rela- 
tions between lawyers and accountants in 
Federal income tax practice. For the con- 
venience of readers who may wish to study 
the matter further a selected bibliography 
is appended. 


HISTORICAL REVIEW 


The American Bar Association’s com- 
mittee on unauthorized practise of law 
first turned its attention to the activities 
of accountants in connection with tax 
matters about 1932. From that time there 
has been some reference to accountants in 
almost every annual report of the com- 
mittee. 

The first meeting of representatives of 
the American Institute of Accountants and 
the American Bar Association took place 
in 1932. The principal question at issue at 
that time was whether certified public ac- 
countants should be permitted to continue 
to practice before the United States Board 
of Tax Appeals. 

In the following years there were addi- 
tional meetings, and some activities of ac- 
countants in almost every phase of tax 
practice were challenged to a greater or 
less extent—in preparation of tax returns, 
representation of taxpayers before the 
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Treasury Department, advising on the tax 
effects of proposed business transactions, 
filing of claims for refunds, representation 
of taxpayers before the Board of Tax 
Appeals (later renamed the Tax Court of 
the United States), and the use of such 
designations as “tax consultant.” 

Several unsuccessful efforts were made 
by committees of the Institute and the 
American Bar Association to draft joint 
statements delineating the appropriate 
spheres of activity of accountants and 
lawyers in the tax field. 


A Unilateral Statement by the Bar 


In 1938 the committee on unauthorized 
practice of law published the following uni- 
lateral statement of its views on the ques- 
tion: “It is the view of the committee that 
it is the practice of the law to engage in any 
of the following activities: 1. To give ad- 
vice regarding the validity of tax statutes 
or regulations or the effect thereof in re- 
spect of matters outside of accounting pro- 
cedure; 2. To determine legal questions, 
preliminary or prerequisite to the making 
of lawful returns in a lawful manner; 3. To 
prepare protests against tax adjustments, 
deficiencies or assessments; 4. To represent 
a taxpayer at a conference with admin- 
istrative authorities in relation to matter 
outside of accounting procedure; 5. To 
prepare claims for refund of taxes; 6. To 
prepare petitions, stipulations or orders 
incident to the review of assessments by 
the U. S. Board of Tax Appeals or any like 
administrative tribunal; 7. To conduct the 
trial of issues before the U. S. Board of 
Tax Appeals or any like administrative 
tribunal.” 

The Institute’s committee publicly ob- 
jected to this statement, and addressed a 
protest to the Board of Governors of the 
American Bar Association expressing the 
view that it would be futile to attempt to 
formulate rules or definitions calculated to 
establish a fast boundary between the 


activities of the two professions, and that 
specific complaints about the activities of 
individual members of the two professions 
should be dealt with on their merits under 
the one guiding principle of cooperation to 
serve the best interests of the client. 

Subsequently, the committees repre- 
senting the two professions agreed to at- 
tempt to work out a procedure whereby 
complaints could be dealt with on their 
merits by ‘“‘the case method.” Local bar 
associations in various parts of the country 
also initiated discussions with state soci- 
eties of certified public accountants, and 
in some states legislation was proposed 
which would restrict the activities of non- 
lawyers in the tax field. 

In the ensuing years a number of cases 
arose in the courts in which various ac- 
tivities of accountants in tax practice were 
challenged as unauthorized practice of law. 


The Tax Court 


The 1942 Revenue Act changed the 
name of the United States Board of Tax 
Appeals to the Tax Court of the United 
States. The Act also provided that prac- 
tice before the court could not be denied to 
any person because of his failure to be a 
member of any particular profession or 
calling. Practice had hitherto been limited 
to lawyers and certified public account- 
ants, members of both groups being 
admitted to practice without examination 
by virtue of their professional status. The 
Tax Court found it necessary, in view of 
the new provision, to set up examinations 
for admission to practice, but exempted 
members of the bar from the examination. 
Since 1942 a relatively small number of 
certified public accountants have taken 
the examination for admission to practice 
and fewer have passed it. 

In 1947 and 1948 legislation was intro- 
duced in Congress which would have 
made the Tax Court a court of record and 
a part of the Federal Judiciary. The 
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American Institute of Accountants and a 
number of state societies of certified public 
accountants opposed this legislation unless 
provision were made which would permit 
certified public accountants to continue 
to be admitted to practice. The American 
Bar Association opposed any legislation 
which would admit nonlawyers to practice 
before a court of record. A compromise was 
proposed under which certified public 
accountants already enrolled to practice 
before the Tax Court would be permitted 
to continue and the court would be left 
free to make its own rules of practice for 
the future. It was almost certain that 
these rules would not provide for admis- 
sion of nonlawyers in the future. The 
Institute rejected the compromise but 
offered to withdraw its opposition if 
provision were made for continuing ad- 
mission of CPAs to a limited area of 
practice which would permit them to file 
petitions before the Tax Court and settle 
cases with the Bureau after docketing, 
but not to try cases before the court. 
This offer was rejected. The proposed 
legislation failed to pass. 
Administrative Practice 

Over the years a number of bills have 
been introduced in Congress which might 
have resulted in a limitation of the rights 
of nonlawyers to practice before Federal 
administrative agencies. In 1947 the 
American Bar Association actively sup- 
ported a bill of this type, known as the 
Administrative Practitioners Bill, some of 
the provisions of which were unacceptable 
to the American Institute of Accountants. 
Extended hearings were held on this bill 
before the House Judiciary Committee, 
at which representatives of the Institute, 
state societies of certified public ac- 
countants, and others opposed it vig- 
orously. As a result the bill was extensively 
amended and reintroduced at a later 
session of the Congress in a form accep- 
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table to the Institute, which thereupon 
withdrew its objections. Nevertheless, the 
bill has not yet passed the House, al- 
though it has been reintroduced in the 
current session. Legislation of a similar 
nature, which is far less acceptable, has 
also been introduced and referred to 
committee. 


The National Conference 


In 1942 the chairman of the American 
Bar Association’s committee on un- 
authorized practice of law proposed to the 
Institute that a National Conference of 
Lawyers and Certified Public Accountants 
be formed, composed of five representa- 
tives of each organization, to consider 
problems of mutual interest. The Con- 
ference was formed in that year and held 
several meetings in the subsequent years. 
Its deliberations were interrupted while 
the famous Bercu case was being tried in 
the courts of New York, but were re- 
sumed thereafter. In 1950 the Conference 
produced a Statement of Principles Re- 
lating to Practice in the Field of Federal 
Income Taxation which was approved in 
February 1951 by the House of Delegates 
of the American Bar Association, and in 
May 1951 by the Council of the American 
Institute of Accountants. The Statement 
was published in full in the Journal of 
Accountancy for June 1951, and is sum- 
marized later in this article. Under this 
general statement of principles the Con- 
ference plans to continue its meetings to 
consider specific questions and complaints, 
and endeavor to agree on satisfactory 
answers according to the merits of each 
individual case. In this way it is hoped 
that future litigation and legislative ac- 
tivity adverse to the interests of either 
profession may be avoided. 


Leading Cases 


The three principal cases decided by 
the courts in this area are: Lowell Bar 
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Association versus Birdie T. Loeb, et al., 
Supreme Judicial Court of Massachusetts, 
315 Mass. 176; 52 N.E, (2nd) 27, Decem- 
ber 8, 1943, New York County Lawyers 
Association versus Bernard Bercu, Court 
of Appeals of the State of New York, 
229, N. Y. 728; 87 N.E. (2d) 451, July 19, 
1949 and Ramsey County Bar Association 
versus Conway, Minnesota Supreme Court, 
July 6, 1951." 

In essence, the Massachusetts Court in 
the Loeb case decided that preparation of 
a simple individual income-tax return by 
an accountant was not the unauthorized 
practice of law. The court specifically 
reserved decision, however, on the ques- 
tion whether the preparation of a complex 
corporate income tax return would involve 
advice or decisions that would constitute 
the practice of law. 

In the Bercu case the New York appel- 
late courts decided, in essence, that a 
certified public accountant had engaged 
in the unauthorized practice of law in 
giving an opinion on a “tax law” problem 
for a taxpayer who was not a regular 
client and for whom the CPA was not 
performing any accounting work. The 
record indicates that if the taxpayer had 
been a regular client for whom the CPA 
had performed regular accounting or 
auditing services, or had made out tax 
returns, and the opinion given had been 
incidental to such regular accounting 
services, Bercu might not have been held 
guilty of unauthorized practice of law. 
The court did, however, specifically re- 
strain him from using the designation 
“tax consultant” or “tax counsellor” or 
any equivalent designation. 

In the Conway case the Minnesota 
court held a non-certified tax consultant 
guilty of unauthorized practice of law in 
advising a supposed taxpayer, who had 
requested the defendant to prepare his 


‘Clifford W. Gardner at al v. Conway, Supreme 
Court of Minnesota (Filed July 6, 1951). 
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income tax return, on a number of ques- 
tions including marital and partnership 
relationships. The court departed from 
the Bercu rule to the extent that it re. 
jected, as a test of unauthorized practice 
of law, the mere decision as to whether 
or not advice on a matter of law was 
incidental to other activities. The Mip- 
nesota court said that a layman was prac- 
ticing law in giving advice or taking action 
on behalf of another in matters in which 
“difficult or doubtful legal questions are 
involved which to safeguard the public 
reasonably demand the application of the 
trained legal mind” (italics mine). 


SUBSTANTIVE QUESTIONS 


The question of the extent to which 
certified public accountants or other ac- 
countants may properly engage in Federal 
income tax practice has been the subject 
of discussion, debate, formal testimony, 
litigation, conference, speeches and articles 
for nineteen years. Few, if any, definitive 
answers have been developed which are 
generally accepted. This may mean either 
that no definitive answers are possible, or 
that the consideration given to the subject 
so far has been in an atmosphere of 
partisanship which impedes the develop- 
ment of a satisfactory solution. 

Lawyers and certified public account- 
ants generally agree that income taxation 
involves elements of both law and ac- 
counting, and that the two are closely 
inter-related and overlapping. So far no 
one has succeeded in drawing a precise 
line of separation. 


The Test of Competence 


It is my personal opinion that the most 
enlightened members of both professions 
believe it impracticable ever to draw such 
a line. Maurice Austin, who can speak 
both as a certified public accountant and 
a lawyer, had this to say in an article 
originally published in the Jowa Law 
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Review for the winter of 1950, and re- 
printed in The Journal of Accountancy for 
June 1951: 

The conflict has made no per- 
ceptible contribution toward a solution. 
_.. The medieval solution of trial by 
combat characteristically evokes state- 
ments of the opposing positions in forms 
which are the most extreme, the least 
supportable, the most inflammatory, and 
the least likely to serve as a possible 
starting point for a rational composition 
of views... . The essential basis of any 
sound approach is recognition that the 
propriety of the functioning of a lawyer 
or a certified public accountant in relation 
to the whole or any phase of an income 
tax matter depends solely on whether the 
matter in hand is within the bounds of his 
professional competence.... This  ap- 
proach would call for the retention of a 
member of the other profession whenever 
the nature or actual or prospective status 
of the matter requires the other’s special 
professional abilities. Such an approach 
would not be easy to apply, but properly 
amplified and implemented would go to 
the heart of the matter—service and 
protection of the clients’ interests.” 


General Prohibitions 


In the past the Bar has attempted to 
prevent the unauthorized practice of law, 
in all fields of economic activity, by 
general prohibitions against certain types 
of action by laymen which were believed 
to be the exclusive prerogative of lawyers 
—such as preparation of legal documents, 
giving advice involving the interpretation 
of statutes or judicial decisions, creating a 
record which may be the subject of judicial 
review. 

In attempting to apply these prohibi- 
tions literally to the field of tax practice 
some lawyers concluded that the prepara- 
tion of tax returns, giving advice on tax 
effects of business transactions, filing 


Relationship of Accountants and Lawyers in Tax Practice 


453 


petitions with the tax court, and other 
activities commonly undertaken by certi- 
fied public accountants were improper 
unless performed in collaboration with 
lawyers. 

Certified public accountants contended, 
however, that the determination of income 
was an accounting job, regardless of 
whether or not statutory rules of account- 
ing had to be applied; that a tax return 
was essentially a financial report to 
government; that advice on the tax 
effects of transactions was basically merely 
estimating what taxable income would be 
under certain assumed conditions; that 
the Tax Court was an administrative, not 
a judicial body. 


The Statement of Principles 


The Statement of Principles, approved 
by both the American Bar Association and 
the Institute, suggests at least a partial 
reconciliation of the two points of view. 
The Statement says that certified public 
accountants may prepare Federal income 
tax returns, may ascertain the probable 
tax effects of transactions, may represent 
taxpayers before the Treasury Depart- 
ment if enrolled to practice before the 
Department, may practice before the Tax 
Court if authorized to do so, and may 
prepare claims for refund except where 
controversial legal issues are involved or 
where the claim is to be made the basis 
of litigation. 

The Statement recognizes that col- 
laboration of lawyers and certified public 
accountants is desirable in many instances, 
and that members of either profession 
should seek the assistance of a member of 
the other whenever questions lying within 
the peculiar competence of the other arise. 
Specifically, the Statement says, certified 
public accountants should seek the as- 
sistance of a lawyer when questions of law 
arise in the preparation of tax returns, or 
when uncertainties as to the interpretation 
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or application of law, (either general law 
or tax law), arise in ascertaining the 
probable tax effects of transactions. 

It is recognized that only lawyers may 
properly prepare legal documents such as 
agreements, conveyances, trust instru- 
ments, wills or corporate minutes, or take 
the steps to create legal entities. 

It is asserted that neither accountants 
nor lawyers should describe themselves 
as “tax consultants” or “‘tax experts” or 
by similar designations, which may imply 
availability to deal with both legal and 
accounting aspects of taxation. 

The Statement says, further, that if in 
the course of proceedings before the 
Treasury Department questions arise in- 
volving the application of legal principles 
a lawyer should be retained, and when 
accounting questions arise a_ certified 
public accountant should be retained. 

It is also pointed out that if a choice of 
legal remedies is afforded the taxpayer 
(either before the Tax Court, a United 
States District Court, or the Court of 
Claims) it is in the best interests of the 
taxpayer that the advice of a lawyer be 
sought if further proceedings are con- 
templated. 

It is specifically stated that when a 
certified public accountant learns that his 
client is being specially investigated for 
possible criminal violation of the income 
tax law, he should advise his client to seek 
the advice of a lawyer as to his legal and 
constitutional rights. 

Admittedly all these admonitions in the 
Statement of Principles are very general 
in nature. Key words remain undefined. 
Application of the general principles to 
specific situations may present difficulties. 


The Future 


Perhaps the most hopeful sign for the 
future is in the following general remarks 
which appear in the Statement of Prin- 
ciples: 
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“Many problems connected with busi- 
ness require the skills of both lawyers and 
certified public accountants and there js 
every reason for a close and friendly co- 
operation between the two professions, 
Lawyers should encourage their clients to 
seek the advice of certified public ac. 
countants whenever accounting problems 
arise and certified public accountants 
should encourage clients to seek the advice 
of lawyers whenever legal questions are 
presented. . . . This statement of principles 
should be regarded as tentative and sub- 
ject to revision and amplification in the 
light of future experience. The principal 
purpose is to indicate the importance of 
voluntary cooperation between our pro- 
fessions, whose members should use their 
knowledge and skills to the best advantage 
of the public.” 


CONCLUSION 


In the spirit which these words exem- 
plify it should be possible for the two 
professions of law and accounting to ad- 
just any and all differences by friendly 
negotiation, provided that the most en- 
lightened and objective minds in the two 
professions will address themselves to the 
task. Many of these minds will be found 
in the faculties of the law schools and the 
accounting faculties of the schools of 
business. I believe that they have an 
opportunity to make a great contribution 
to an enduring solution of a problem which 
is of vital importance, not only to their 
own professions, but to the taxpayers of 
the nation and to the Federal government, 
which depends upon income taxes for so 
large a proportion of its revenues. 
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AN INVESTMENT-RECOVERY-FIRST 
CONCEPT OF TAXABLE PROFIT 


A. B. CARSON 
Assistant Professor, University of California, Los Angeles 


and measured in accounting a suitable 

base for taxation? A consideration, 
from a tax standpoint, of the fundamental 
elements inherent in the prevailing “gen- 
erally accepted” principles of income de- 
termination gives cause for doubt. The 
issue is substantial in view of the scope of 
the Federal income tax program and its 
influence upon the factor of incentive in 
the economy. 

The pertinence of the question in the 
foregoing paragraph might be challenged 
on the grounds that business income as 
conceived and measured in accounting is 
not taxed. It could be argued that the tax 
requirements involve so many digressions 
from accepted accounting principles, that 
the result is a separate ‘“‘tax concept” of 
income. While there are good reasons to 
support such a contention, there is con- 
siderable evidence leading to the conclu- 
sion that it is, essentially, accounting in- 
come that is taxed. In their volume en- 
titled Taxable and Business Income, Pro- 
fessors D. T. Smith and J. K. Butters 
state that, “The tax law has long recog- 
nized the fundamental dependence of the 
concept of taxable income upon approved 
accounting practices.’' While the Internal 
Revenue Code gives the Commissioner 
the right to insist upon a method of calcu- 
lation that clearly reflects income, the 
basic statement in the code says, ‘The 
net income shall be computed upon the 
basis of the taxpayer’s annual accounting 
period . . . in accordance with the method 


if BUSINESS INCOME as it is conceived 


1 Dan Throop Smith and J. Keith Butters, Taxable 
and Business Income, (National Bureau of Economic 
Research, Inc., New York), 1949, p. 9. 


of accounting regularly employed in keep- 
ing the books of such taxpayer....” 

The purpose of this article is to consider 
the principles of conventional income 
accounting from a tax standpoint, point 
out certain features that appear to be 
unsound in this view, and tentatively 
suggest and explore a concept of taxable 
profit that would be free from those par- 
ticular weaknesses. While the suggested 
concept is not without certain defects of 
its own, its several advantages might 
entitle it to be considered as a possible 
basis for a system of profit taxation. At 
the least, the concept may provide a view- 


point that will be useful in analyzing the | 


prevailing income tax requirements and in 


evaluating proposed changes in the income 


tax statutes. 


THE ‘“‘ACCEPTED PRINCIPLES” OF BUSINESS 
INCOME CALCULATION 


In most cases the net income or profit 
of a business for a period is considered to 
be the difference between the gross revenue 
realized during the period and all costs and 


expenses assignable to the production of | 
such revenue, including a proper share of | 


the cost of most long lived assets employed 
in the productive process. There are six 
postulates, concepts, conventions, or ideas 
inherent in this method of income calcula- 
tion. They are (1) the entity concept, (2) 
the going concern postulate, (3) the period 
convention, (4) the realization concept, 
(5) the “rule of conservatism,” and (6) 
the “maintenance of dollar capital’ prin- 
ciple. Each of these will be considered 
briefly. 


> Internal Revenue Code, Sec. 41. 
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The Entity Concept 

Accountants must apply their account- 
ing to some definite unit. Accordingly each 
business (meaning “‘profit seeking organi- 
zation’’) is treated as an entity; something 
separate and apart from the persons 
(natural or legally fictitious) who have 
equities in it. The fact that business 
corporations have legal entity, and certain 
other organizations possess partial or 
quasi-legal entity adds strength and reality 
to the concept. Where legal entity is 
lacking, economic entity is reasonably 
assumed. 

It may be that the entity concept or 
feature has been given disproportionate 
emphasis, however. It must be remembered 
that business organizations are, essen- 
tially, implements of those who seek 
economic gain. Such “entities” have many 
of the characteristics of an agent. Where 
there is a considerable separation of 
ownership and management, the agency 
character of the entity is even more pro- 
nounced. In all cases, it is necessary to 
have measures and standards to judge the 
efficiency of the management. The pre- 
vailing rules of income calculation have 
served, though imperfectly, to provide 
such measures. However, to tax the so- 
called “income” of the agent without 
regard to the economic circumstances of 
the owners is a contradiction of the well- 
known ability to pay principle of taxation. 
It is unnecessary to dwell upon the in- 
equity of again taxing corporate owners 
on the distributions of such “income” 
that they receive. Business men and 
students of taxation have been protesting 
this form of double taxation for many 
years. 

If less importance were attached to the 
entity feature, the problem of income 
taxation might be clarified. Perhaps too 
much attention has been paid to the 
cloak, and not enough to the man under- 
neath. 
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The Going Concern Postulate 

This postulate involves the assumption 
that an operating business will continue 
indefinitely. The manner in which the 
postulate is customarily presented makes 
it easy to believe. Suppose a business man 
invests $10,000 in a machine whose reason- 
able productive life expectancy is ten 
years. With the assistance of this machine 
he produces and sells products that yield 
him a net return (except for depreciation) 
of $4,000 during the first year of operation. 
He notes that the machine is in good order, 
apparently certain to last and function 
for nine years more. Is he not justified in 
calculating $1,000 depreciation expense 
for the first year, and, accordingly, $3,000 
net profit for the year’s operations? If 
events a few years later prove the estimate 
of the machine’s life to have been incor- 
rect, he can make necessary changes in 
future income calculations, and possibly 
even revise the calculations of past years’ 
profits (though accountants are not in 
agreement about this). Of course if he has 
depreciated too slowly, he may not be able 
to recover or offset all of the excess income 
taxes that he may have paid. 

If, for some reason unconnected with 
the functioning of the machine, he is 
forced to abandon his undertaking, he 
may have to dispose of the machine at an 
amount considerably below its so-called 
book value. The prevailing view is that 
such a liquidation loss does not deny the 
propriety of his previous income calcula- 
tions. The businessman may now be able 
to claim a loss for tax purposes that can 
be deducted from any other income he 
may have had during the current year or 
even the previous year or the next five 
years. (If the loss had been of the “‘capital 
loss” type he might offset it against any 
capital gains or against his ordinary in- 
come to the extent of $1,000. Lacking 
either of these, the loss may be carried 
forward and offset against capital gains or 
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$1,000 of ordinary income in any of the 
next five years.) If he had no income or 
capital gains during any of these several 


years, however, his loss would not be 
deductible. This is too bad for him, but 
that is the way the income tax require- 
ments work. 

The going concern postulate amounts 
to an assumption that if the business is 
healthy, it will indefinitely so continue, 
and that if it is ill, it will recover. The 
postulate does not merely assume that 
the business will outlast its existing assets 
(as some have claimed), but implies in- 
definite existence. This is because the 
lives of most assets vary in length, and are 
interdependent in their functions. In 
order to secure the full services from any 
individual asset, other assets must be 
replaced as they wear out or become un- 
usable. 

In this view, the going concern postulate 
does not appear to be so sound. There is 
reason to believe that the life of many 
businesses is shorter than the physical 
life of their principal assets. Even if this 
were not true, the full implications of the 
going concern postulate require an as- 
sumption of indefinite life. The history of 
American business undertakings does not 
justify such an assumption. 

The income or profit of most businesses 
is calculated on the going concern as- 
sumption. The cost of goods sold, de- 
preciation, and other expenses charged 
against any fiscal period assumes that the 
remaining cost of the inventory and fixed 
assets on hand, as well as deferred ex- 
penses, will be recovered in future periods. 
Thus, the reality of any period’s profit 
depends upon the good fortunes of the 
future. For the sake of comparing the 
operations of several periods, such a basis 
of profit calculation undoubtedly has 
certain merits. It may be excellent psy- 
chology to assume continuity and formu- 
late policies accordingly. It is questionable, 
however, whether income or profit cal- 
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culated under this assumption has suf. 
ficient reality to justify its taxation. 


The Period Convention 


As business operations became con- 
tinuous, in contrast to being merely a 
succession of largely independent ven- 
tures, the basis of reckoning profit or loss 
came to be some period of time—usually 
a year, though contemporarily often a 
month or quarter. It often has been said 
that nearly all of the problems of account- 
ing for income stem from this periodic 
requirement. It should be apparent that 
the period convention and the going con- 
cern postulate form a reciprocal alliance. 

Few accountants will question the state- 
ment that profits and losses calculated on 
a periodic basis are tentative. As Professor 
Mackenzie says in his Fundamentals of 
Accounting (and the italics are his), “Too 
much credence should not be placed upon 
the profit or loss for one year.’ There is 
little doubt that the income tax provisions 
for the “carry back” and “carry forward” 
of the so-called net operating loss deduction, 
and the “carry forward” of net capital 
losses are allowed to mitigate the harsh 
effect of taxing income on an annual basis. 

It may be noted parenthetically that 
one outgrowth of the period convention 
has been the expansion and extension of 
the use of the term income in contrast to 
profit. Income has an implication of recur- 
rence or periodicity; profit has not. Profit 
suggests the excess of value received over 
value given without reference to the time 
involved. The distinction is not clear cut, 
however. The two terms, with or without 
such qualifications as met or gross, are 
often used interchangeably. 


The Realization Concept and the Rule of 
Conservatism 


The realization requirement decrees 
that no gains shall be recognized until 


* Donald H. Mackenzie, The Fundamentals of Ac- 
counting (N. Y., The Macmillan Co. 1946), p. 326. 
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verified by (usually) a sale or exchange. 
In most cases, increases in the value of 
property are not regarded as income or 
profit. This practice is an application of 
the rule of conservatism: ‘‘provide for all 
losses but anticipate no gains.”’ 

From a tax standpoint it is difficult to 
fnd fault with either of these principles. 
The fault lies in the limits followed in 
their application. While accountants gen- 
erally do not sanction the recognition, as 
profit, of an increase in the market value 
of assets, almost all of them are quite 
willing to defer a large share of the costs 
of long lived assets even though the pos- 
sibility exists that these costs may not be 
recovered. Accountants are conservative 
even in applying the rule of conservatism. 


The Maintenance of Dollar Capital 


It is doubtful if anyone would deny the 
proposition that there can be no income 
unless capital (corpus) has been main- 
tained intact. The big question, however, 
is what constitutes the ‘“‘maintenance”’ of 
capital? As the development of profit 
accounting has generally ignored the mat- 
ter of changes in the purchasing power of 
the dollar, the accepted method of main- 
taining capital is to charge the realized 
gross revenue of a period with all costs 
considered to be associated with such 
revenue including a share of the cost of 
long lived assets. In effect, revenue dollars 
are retained, in some form, to replace 
those dollars of asset cost that are con- 
sidered to have been consumed in the 
revenue producing process. 

The going concern postulate operates 
to negate any thought that all “capital 
dollars” must be recovered before profit 
is recognized. It is enough that there bea 
recovery of dollars equal to the share of 
capital asset cost dollars estimated to have 
disappeared. Apart from the weakness of 
this principle in times of rapidly changing 
(especially rising) prices it should be clear 
that capital maintenance in this going 
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concern sense is really maintenance only 
if all goes well in the future. 

As these matters apply to the stock- 
holders of a corporation, contemporary 
practice and the income tax requirements 
hold that any distribution of the com- 
pany’s “income” accordingly becomes 
income to the shareholders. The corpora- 
tion presumably has taken all necessary 
steps to maintain the capital which the 
stockholders’ shares represent. If the 
shares are later sold at less than their cost 
a capital loss arises, but this—it is held— 
does not deny the reality of any dividend 
income received while the shares were 
owned. 


AN INVESTMENT-RECOVERY-FIRST 
CONCEPT OF TAXABLE PROFIT 


In view of the objections to the pre- 
vailing concept of income when judged 
from a tax standpoint, a search for an 
alternative seems in order. What would 
appear to be needed is a concept of taxable 
profit that does not include the going 
concern assumption, and that eliminates, 
or at least, minimizes the entity feature, 
the period convention, and the main- 
tenance-of-dollar-capital principle. Such 
a concept can be developed along the 
following lines: First, let profit be con- 
sidered as strictly an individual or personal 
matter. Second, let profit be defined as the 
difference between the money or, in certain 
instances, the money equivalent‘ invested 
by an individual in an undertaking, ven- 
ture, or enterprise, and the money, or 
money equivalent, secured from or re- 
turned to the individual by, such under- 
taking, venture, or enterprise. After there 
has been a recovery of a number of dollars 
(or their equivalent) equal to the number 
(or equivalent) invested, all subsequent 
receipts from the investment or resulting 
from its disposition would represent profit. 


4 Money equivalent is taken to mean something of 
measurable value given or received and willingly ac- 
cepted in lieu of money. 
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If the investor disposes of the property 
constituting the investment and the 
amount received is less than the unre- 
covered investment at that time, the 
difference would be loss. 

Business organizations could be re- 
garded as merely agents of the natural 
persons who directly or indirectly create 
them or who acquire an equity in them 
subsequent to their creation. In most cases 
such organizations (regardless of legal 
form) would be considered as incapable of 
having a “profit”? as it is conventionally 
conceived because, being mere agents, any 
enrichment they enjoy or occasion belongs 
not to them but to their owners. Until any 
such enrichment was passed along to the 
owners, it would not be profit to anyone. 
Under this concept the enrichment would 
become profit to the owners only if 
previous recoveries by them had equaled 
or exceeded their investment in each case. 

For example, suppose Mr. X purchases 
a share of stock for $25 from a newly 
formed corporation. It could be held that 
he has had no profit until he has received 
a total of $25 with respect to that invest- 
ment either from distributions by the 
corporation or from the sale of the stock. 
Suppose he receives so-called “dividends” 
of $5 each year. The first five distributions 
would return his investment. All subse- 
quent receipts with respect to this share 
would be profit to him. If, in the sixth 
year, he receives another $5 “dividend,” 
that amount would be clear profit to him. 
Suppose that early in the seventh year 
(before receiving any more distributions), 
he sells the stock to Mr. Y for $30. This 
amount would be profit to X since he had 
previously recovered the full amount of 
his investment in the share. Mr. Y would 
then commence his capital recovery proc- 
ess. He would have to have a recovery of 
$30 before he had any profit. In this con- 
ception, profit and capital recovery are 
personal matters relating to the investor, 
not to the organization in which, or in 
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whose shares, the investment was made, 

As thus conceived, profit or loss would 
not relate to any entity apart from the 
natural person who invests his money or 
money equivalent. This would not deny 
the legal existence of the corporation nor 
the fact that it constitutes a business 
entity, but it would deny that such entities 
could have profits that might be taxed 
In such a conception the existence and 
determination of profit would not rest 
upon any assumption of continued opera- 
tion. Profit would relate to what has hap- 
pened: its existence would not depend 
upon what may happen. It would be 
neither an estimate nor a matter of 
opinion. Once the dollars invested have 
been recovered, all subsequent receipts 
from having or disposing of the investment 
would be dollar profit. Nothing in the 
future could deny it. Profit would not 
arise until investment recovery was com- 
pleted. 

Certainly there would be nothing in- 
herently periodic about profit as so con- 
ceived even though calculations to de- 
termine the amount of either profit or 
“unrecovered investment”? were made at 
regular intervals. Such a concept would 
fully embrace the realization feature. The 
concept would appear to approach the 


ultimate in conservatism. Capital recovery 7 


would be substituted for capital main- 
tenance. To tax profit as thus conceived 
would seem to be entirely equitable, par- 
ticularly if the levy on profits realized 


after a short period of investment recovery 7 


was larger than the tax on profits arising 
after an extended recovery period. 


TAXABLE PROFIT ON VARIOUS 
TYPES OF INVESTMENTS 


For the purpose of this discussion, the 
term investment is taken to mean the 
expenditure of money, or money equiva- 

5 With the possible exception of such cases as per- 
sonal holding companies. The application of the concept 


to instances of this sort will be discussed briefly at the 
end of the section that follows. 
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lent, or the assumption of indebtedness 
made or incurred by an individual for the 
purpose of securing a profit. While the 
suggested concept requires that invest- 
ment recovery be complete in every case 
before profit subject to tax can arise, the 
nature of the calculations to determine the 
amount of either unrecovered investment 
or profit would depend upon the type of 
the investment involved. Investments by 
an individual may be classified on the 
basis of whether the investor stands in 
the position of (1) a proprietor, (2) a 
partner, (3) a stockholder, or (4) a cred- 
itor. The measurement of unrecovered 
investment or profit in each of these cases 
will be considered. 


Profit on a Proprietor’s Investment 


To illustrate the calculation of profit 
on an investment giving the investor the 
status of a proprietor, the following ex- 
ample is presented: Assume that an indi- 
vidual acquires an apartment house early 
ina particular year in exchange for $30,000 
cash and the assumption of a $70,000 
mortgage on the property. During the 
first year and in each of the following six 
years he pays $10,000 to apply on the 
mortgage principal. During each of the 
first thirteen years he pays $6,000 in cash 
for such things as taxes, insurance, re- 
pairs, heat, janitor’s wages, and (for the 
first seven years) interest. (It is assumed 
that, except for the mortgage, there are 
not outstanding liabilities at the end of 
any year.) Cash rental receipts from 
tenants amount to $15,000 each year. 

At the end of the first year the landlord 
has an unrecovered investment of $91,000. 
(Total cash disbursed to that time, 
$46,000, plus unpaid mortgage principal at 
that date, $60,000, less cash receipts to 
that date, $15,000). At the end of the 
second year, his unrecovered investment 
would be $82,000. (Total cash disbursed 
to that time, $62,000, plus unpaid mort- 
gage principal at that date $50,000, less 
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cash receipts to that date, $30,000.) By 
the end of the seventh year his unre- 
covered investment would be reduced to 
$37,000. (Total cash disbursed to that 
time $142,000, less total receipts of 
$105,000.) 

By the end of the twelfth year the 
owner has a profit of $8,000. His total 
receipts to that date were $180,000 and 
his total disbursements were $712,000. 
In terms of dollars the $8,000 is true 
profit. Nothing in the future can deny it. 
At this point the apartment house might 
be completely demolished without in- 
surance recovery, and the reality of 
$8,000 profit would not be invalidated. 

Inasmuch as the profit point had been 
reached by the end of the twelfth year, 
the calculation for the following year 
involves a comparison of only that year’s 
expenditures and receipts. These amounts 
were $6,000 and $15,000 respectively, re- 
sulting in a realized profit of $9,000. 

To carry the illustration one step fur- 
ther, assume that, in the fourteenth year, 
the owner made extensive improvements 
on the property at a cost of $25,000. Cash 
outlays for ordinary expenses amounted to 
$6,000, as before, and cash rental receipts 
were $15,000. Since the previous calcula- 
tions showed a profit, only the total re- 
ceipts and expenditures of this year need 
be considered. The $16,000 excess of 
expenditures represents unrecovered in- 
vestment. The fact that the owner is 
again in this position with respect to the 
undertaking does not deny the reality of 
his profit of $8,000 realized by the end of 
the twelfth year and the $9,000 profit 
realized in the thirteenth year. At the end 
of either of those years he could have sold 
the property for ten cents without in- 
validating the reality of his profit to the 
date of such a sale. In fact, the ten cents 
would have been that much more profit 
since his investment had been fully re- 
covered, 

While it would be expected that losses 
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would occur when a venture was com- 
pleted or abandoned before the original 
investment was recovered, it would be 
possible for a loss to occur after there had 
been profits realized on an undertaking. 
This would be the case if additional in- 
vestments made after the profit point were 
never recovered. For example, the land- 
lord in the foregoing illustration started 
the fifteenth year with an unrecovered 
investment of $16,000. If he sold the 
property a few days later for less than that 
amount, a loss would result. It should be 
clear, however, that this circumstance 
would not deny the profits realized pre- 
viously. Those profits did not hinge upon 
any future developments. 

The calculations illustrated involved 
only three elements: (1) cash outlays re- 
lating to the venture, (2) cash receipts 
relating to the undertaking, and (3) the 
amount of the liabilities connected with 
the venture at the date of each computa- 
tion. (The presentation was deliberately 
simplified by assuming that there were no 
investments or recoveries in a form other 
than cash, and by the assumption that 
there were no liabilities except the mort- 
gage at each computation date.) While 
the needed information could have been 
distilled from accounting records of the 
conventional type, it should be mentioned 
that identical results could have been 
secured by a different type of computation 
using information very readily supplied 
by ordinary accounting records. This 
alternative method involves (1) an analy- 
sis of the proprietor’s capital account (and 
personal account, if any) to determine the 
amounts of his investments and with- 
drawals of cash or cash equivalent; (2) a 
consideration of the amount of “business” 
cash on hand at the date of each computa- 
tion, since such cash is really the personal 
property of the proprietor. (Cash is not 
“Invested” when it is in the business bank 
account of the proprietor); and (3) a 
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consideration of all of the liabilities con- 
nected with the venture at the date of 
each calculation inasmuch as an obligation 
arising from an undertaking is the equiva- 
lent of an investment in it. 


Profit on a Partner's Investment 


In the case of a limited partner (one who 
has no personal liability for the debts of 
the firm) the profit calculation would be 
very simple. A limited partner would have 
no profit until he had fully recovered all 
that he had invested in the partnership. 
Once the profit point was reached, all 
subsequent returns resulting from either 
continued membership in the firm or from 
the disposition of his interest would be 
profit providing he made no _ further 
investments in the venture. If the part- 
ner’s membership was terminated for 
some reason he might have a loss if the 
amount he received upon his withdrawal 
was less than his unrecovered investment 
at that time. 

In the case of general partners the calcu- 
lations to determine the amounts of either 
unrecovered investment or profit would 
be more complicated. The first step would 
be to ascertain the investments and with- 
drawals of each such partner since the 
date of his membership in the firm if the 
last previous calculation showed that he 
had not yet reached the profit point, or 
from the date of the last calculation that 


disclosed a profit. The second step would | 


involve a consideration of the amounts of 
cash and liabilities of the partnership at 
the date of the calculation. Inasmuch as 
general partners have unlimited personal 
liability for the debts of their firms, it 
would be consistent with the suggested 
concept to consider that any excess of 
liabilities over cash represents additional 
investment of the partners. The amount 
of such excess would have to be properly 
apportioned among them in making the 
computations. This treatment would be in 
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accordance with the ultra conservative 
assumption that all assets except cash are 
worthless, and that the general partners 
would have to pay all of the liabilities if 
the firm were dissolved on the date of the 
calculation.® If the cash at the date of the 
calculation exceeded the total liabilities 
at that time, the amount of such excess 
might be considered as the equivalent of 
recovery to the partners and apportioned 
to them on a reasonable basis. The pro- 
priety of such a treatment is debatable, 
however, since it is not likely that any 
partner could withdraw his “share” with- 
out the consent of the other partners. 
Consistency with the philosophy of the 
suggested concept would seem to indicate 
that, in most cases, any such excess of 
cash over liabilities should be ignored. 

A comparison of the investments (as 
“adjusted”’) and withdrawals of each 
general partner for the interval involved 
in each case would show the profit realized 
during this interval or the unrecovered 
investment at the date of the calculation.’ 
As in the case of limited partners, a loss 
to a general partner would only result in 
cases where the partner terminated his 
relationship with the firm and received 
less than the amount of his unrecovered 
investment at that time. 


Profit on a Stockholder’s Investment 


The application of the suggested con- 
cept to the calculation of profit on an 
investment in the stock of a business 
corporation has already been illustrated. 
In view of the legal entity of corporations 
and the limited liability of shareholders, 
ho cognizance would need to be given to 


* It might even be reasoned that the total amount of 
the excess of liabilities over cash should be considered 
as an additional investment of each general partner 
since any one of them might have to pay all of the debts. 
Such treatment would seem to be a trifle extreme, how- 
ever. 

7 In making the calculations required in each case, it 
would be necessary to cancel out any share of an excess 
of liabilities over cash that had been taken into con- 
sideration at the date of the last previous calculation. 


465 


any of the assets and liabilities of the 
company in calculating the unrecovered 
investment or profit of a stockholder. 
Each share of stock would constitute a 
separate investment, though the calcula- 
tions could be made with respect to an 
entire lot or block of identical shares 
purchased together as long as all of the 
shares were held, or in the event that they 
were all disposed of at the same time. 
Stock dividends would not constitute a 
recovery of, or on, an investment in 
corporate shares, though the receipt of 
a stock dividend would require an ap- 
portionment of any unrecovered cost be- 
tween the old and the new shares. An 
apportionment of any unrecovered cost 
might be needed in the event stock rights 
were exercised. If the rights were sold, the 
proceeds could be regarded as a recovery 
with respect to the basic shares (or profit 
if the cost of the shares had already been 
recovered). 


Profit on a Creditor’s Investment 


There would be little difficulty in apply- 
ing the suggested concept of profit or loss 
to the case of investments in the form of 
loans. All receipts representing either 
interest, payment on principal, or proceeds 
from the sale of the credit instrument 
would constitute investment recoveries 
up to the point of full recovery and profit 
thereafter. Each loan or purchase of a 
credit instrument would be a separate 
investment even though several such in- 
vestments involved the same debtor, and 
possibly the same security. Loss would 
arise in the event that the total recovery 
in any case was less than the amount 
invested and it was established that the 
debtor would not be able to make any 
further payments on his obligation. 


Other Investment Situations 


All of the preceding discussion has been 
concerned with investments of various 
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types made by individuals. Inasmuch as 
the concept under consideration views 
profit subject to tax as a personal matter, 
no attention has been given to investments 
by corporations, estates, or trusts. If a 
corporation is in fact, as well as legally, a 
separate entity, the concept denies the 
propriety of subjecting it to income or 
profits taxes. If, however, the corporate 
form of organization was used by a single 
individual or a small group of closely 
related individuals as a tax avoidance 
device for carrying on various profit 
seeking operations, it would be reasonable 
to ignore the corporate entity and measure 
profit for tax purposes to these individuals 
as proprietors, partners, stockholders, or 
creditors. In a similar manner, it might be 
reasonable to consider that the profit on 
the investments of non-charitable trusts 
should be measured to the creators of such 
trusts if the individuals were alive. In the 
case of profits on trust investments (of 
non-charitable trusts) where the trustor 
was deceased, and in the case of estates, 
the separate entity of such units would 
have to be recognized. In each case, 
however, profit on estate or trust invest- 
ments could be computed on the invest- 
ment-recovery-first basis. 

A question arises as to how the sug- 
gested concept would be applied in the 
case of investment property that an indi- 
vidual acquired through gift, inheritance, 
bequest, or devise. The answer might 
depend, in part, upon how the distribution 
of such property would be treated with 
respect to the donor, the decedent, the 
testator, or to the estate or trust distrib- 
uting the property. Without enumerating 
any of various possible alternatives, it 
would appear to be reasonable to suggest 
that the cost (or “basis”) of each invest- 
ment acquired under such circumstances 
might be the unrecovered cost, if any, of 
the previous owner. 
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EVALUATION OF THE CONCEPT 


The investment-recovery-first concept 
of taxable profit must be judged on the 
basis of what the probable or possible 
consequences of its use would be. There 
would seem to be several conceivable 
results that would be both desirable from 
the standpoint of individual taxpayer- 
investors and beneficial to the national 
economy. Certain other possible conse- 
quences would be undesirable. 

Before giving brief consideration to the 
principal positive and negative potentials 
of the concept, two assumptions must be 
stated: First, since corporations would not 
have to pay income taxes if a system 
embodying the suggested concept was in 
effect, the needed government revenue 
would have to come from higher levies 
upon the income® and, particularly on the 
investment profits of individuals. Second, 
it is assumed that the taxes could be 
imposed in such a way as to leave personal 
income and profit distribution after taxes 
substantially the same as obtains under 
the prevailing tax system. The intention 
would be that any difference in such distri- 
bution would be due to the absence of the 
inequity that attends the taxation of 
business income and profit as these are 
conventionally measured. If the economy 
was stimulated by the use of the invest- 
ment-recovery-first basis of measuring 


8 The word income when used in contrast to profit is 
intended to denote the money or other value received 
by individuals in return for personal services rendered 
in the capacity of employees. Leading examples of such 
receipts are salaries, wages, commissions, bonuses, and 
pensions. 

Receipts by individuals for services rendered in the 
capacity of independent contractors, while closely akin 
to income, generally have some of the characteristics of 
investment recovery or profit. Usually there is some in- 
vestment involved. Doctors, lawyers, and accountants, 
for example, have investments in equipment and sup- 
plies. They frequently employ assistants and clerical 
help. The fees they charge are partly to compensate 
them for their time and skill and partly to reimburse 
them for the outlays incidental to the practice of their 
professions. 
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taxable profit, income and profits after 
taxes could be greater. 

With no income taxes to pay, corpora- 
tions would be able to do one or more of 
the following things: (1) Give larger cash 
distributions (‘dividends’) to  stock- 
holders. (2) Pay higher wages and salaries 
to employees. (3) Lower the prices of 
products or services. (4) Expand produc- 
tive facilities. Presumably all of these 
things would have a favorable effect upon 
the economy, though the desirability of 
expansion would depend upon its nature, 
its timing, and the size of the business 
units involved. 

The suggested method of measuring 
profit for tax purposes would seem to be 
generally equitable, and in accord with the 
ability-to-pay principle of taxation. Profit 
measured in the manner suggested would 
have sufficient reality to justify its taxa- 
tion. Gains would be taxed only once and 
under circumstances that would permit 
the differing economic responsibilities of 
taxpayers to be taken into full account. 
The suggested concept of profit has the 
virtue of simplicity. Individuals might be 
expected to have a better understanding 
of such a tax system. It is probable that 
the concept conforms rather closely to 
what many people think the terms profit 
and loss mean, or ought to mean. 

The most desirable consequence that 
might attend the use of the investment- 
recovery-first basis of determining profit 
subject to tax would be the reduction of 
risk to investors with a resulting added 
incentive to invest. An increase in the 
demand for corporation securities would 
reduce the cost of funds to business 
corporations. These events, in turn, might 
raise the rate of capital formation and the 
level of employment. 

The suggested concept involves another 
form of risk reduction in connection with 
the element of price level changes. With 
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the prevailing method of calculating gain 
or loss on the disposition of an investment 
in a profit seeking venture, the dollars 
(or equivalent) that are considered to 
represent capital recovery are the farthest 
removed, in point of time, from the dollars 
(or equivalent) that were invested. Be- 
tween those times a change in the purchas- 
ing power of money may give the investor 
a real gain or loss that may offset or aug- 
ment any dollar gain or loss. Under the 
suggested method of calculating profit, the 
dollars considered to represent investment 
recovery would be closest in point of time 
to the dollar invested. There would be a 
good chance that the purchasing power 
of the dollars invested and the dollars 
recovered would be more nearly equal 
than is likely to be the case when con- 
ventional profit and income accounting 
practice is followed. (A consideration of 
this price level aspect of the question of 
profit suggests the observation that the 
logical extension of the (dollar) invest- 
ment-recovery-first profit concept would 
be a “purchasing-power-recovery-first”’ 
theory of profit.) 

There is, at least, one reason to suggest 
that the use of the investment-recovery- 
first method of measuring profit for tax 
purposes would have a stabilizing effect 
upon the national economy. To the extent 
that cyclical movements have psychologi- 
cal causation the possible absence of 
nation-wide periods of high profits or 
large losses might make for stability. 
Taxwise, such periods would not attend 
the use of the suggested method since all 
investors would not be experiencing the 
same phase with respect to all of their 
investments at the same time. Some 
would be in the recovery phase; others 
would have reached the profit stage. 

Probably the greatest weakness in the 
suggested concept of profit for tax pur- 
poses lies in the fact that sole proprietors 


‘pt 
he 
dle 
re 
dle 
ym 
er- 
al 
se 
he 
als 
be 
em 
in 
ue 
ries | 
he 
nd, 
be 
nal 
xes 
der 
ion 
tri- 
the 
of 
are 
my | 
est- 
Ing 
fit is 
‘ived 
ered 
such 
the 
akin 
cs of 
e in- 
ints, 
sup- 
srical 
isate 
their 


466 


and partners might defer the recognition 
of profit (and thus, tax) by making ad- 


ditional investments in their ventures. 
Instead of withdrawing money for con- 
sumption expenditures or to use in making 
other investments, proprietors and part- 
ners could expand their business and, 
perhaps indefinitely delay the realization 
of profit.’ These individuals would enjoy 
a type of economic enrichment without 
paying any tax upon such an increase in 
their wealth. The same possibility would 
exist for a controlling group of stock- 
holders of a corporation who might prefer 
to expand their company instead of re- 
ceiving ‘‘dividends” which would repre- 
sent profit if the cost of their shares had 
already been recovered. 

It might be argued that the avoidance 
or postponement of profit and tax could 
not go on forever. Various factors and cir- 
cumstances would probably limit in- 
definite expansion. It would be expected 
that the investors would sometime reach 
a point when they would want a return 
from their investment, or when it was 
necessary to sell the investment property. 
If the undertaking was successful it is 
likely that profit would be realized even- 
tually. Another answer to the objection 
would be that a tax system that encour- 
aged business and industrial expansion 
would not be without some merit. The 
defect mentioned and the inequity that 
might result cannot be denied, however. 
A profit concept that requires money 
recovery cannot, at the same time, gen- 
erally recognize profit in the form of an 
increase in non-monetary wealth. 

Another undesirable consequence that 
might attend the use of the suggested 
concept would be a tendency to freeze 


® It must be understood, however, that the use of the 
“business” cash of a sole proprietor, or even of a partner- 
ship, to purchase property unconnected, or only re- 
motely connected, with the venture in question should 
be considered as a new and separate investment or ven- 
ture. 
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ownership of investment securities and 
other business property. It would be ex. 
pected that some profit would be realized 
upon the sale of most investments. If all 
of the cost of the investment had been 
previously recovered, the entire proceeds 
of the sale would constitute profit. Even 
if the size of the tax (or the portion of the 
profit subject to tax) had some sort of 
inverse relationship to the length of time 
involved in reaching the profit point, the 
share of the proceeds that might have to 
be paid as tax could be large. This circum- 
stance probably would make investors 
reluctant to sell, which, in turn, would 
both reduce sales and raise prices. These 
results would hamper the movement of 
capital funds. 

It is the opinion of the writer that the 
advantages that might attend the use of 
the suggested basis of measuring taxable 
profit are probably substantial enough to 
more than offset the disadvantages. It is 
contended that the nation would have 
benefited if an investment-recovery-first 
basis of measuring taxable profit had been 
adopted in the first place, and that the 
economy would be strengthened if such a 
system could now be put into effect. It is 
recognized, however, that imposing diff- 
culties would arise in attempting to make 
so drastic an alteration in the tax system. 
The possible loss of government revenue 
during a transition period with the danger 
of inflationary consequences, the estab- 
lishment of a rate structure, the formula- 
tion of appropriate regulations, and the 
likelihood of political involvement are a 
few of the many problems that could be 
expected. A consideration of the feasi- 
bility and possible means of making the 
transition are matters beyond the scope 
of this introductory and _ exploratory 
analysis of the concept. 


THE CONCEPT AS A STANDARD 


If the concept is valid it may serve, at 


least, 
used i 
the ex 
evalu: 
statut 
the 
the € 
back. 
loss” 
loss 
this ¢ 
exem 
stant 
of co 
mit 
profi 
term 
rand 
vaili 
some 
of tk 
Pi 
shou 
who 
cove 
true 
duce 
corp 
tive 
shal 
Pro 
into 
pro: 
wit] 
in t 
pec 
mes 
pro 
ma 


to 
tha 
see 


least, as one standard or viewpoint to be 
used in the analysis of various features of 
the existing income tax system and in the 
evaluation of proposed changes in the 
statutes. For example, when viewed from 
the standpoint of the suggested concept, 
the existing laws permitting the carry- 
back and carry-forward of a “‘net operating 
loss” and the carry-forward of a net capital 
loss are sound, and further liberality in 
this direction would be even better. Partial 
exemption of long term capital gains, sub- 
stantial exemption of the dividend income 
of corporations, and provisions that per- 
mit deferring the recognition of taxable 
profit on installment sales and on long 
term construction contracts are a few 
random examples of features of the pre- 
vailing tax laws and regulations that have 
some correspondence with the philosophy 
of the suggested concept. 

Proposals for accelerated depreciation 
should certainly find support from those 
who would endorse the investment-re- 
covery-first concept. The same would be 
true in connection with proposals to re- 
duce or abandon the tax on the income of 
corporations, though the possible alterna- 
tive of taxing stockholders on distributive 
shares of profit would not be recommended. 
Proposals to take changing price levels 
into account in the calculation of taxable 
profit are not entirely out of harmony 
with the suggested concept,—particularly 
in times of rising prices. It would be ex- 
pected that the concept would be in some 
measure of agreement with most of the 
proposed tax reforms inasmuch as so 
many of the changes suggested are offered 
to remedy some or all of the same faults 
that the investment-recovery-first basis 
seeks to overcome. 


SUMMARY 


From a tax standpoint, the concept of 
business income as it exists as a part of 
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the “generally accepted” principles of 
accounting has some notable weaknesses. 
The defects are associated primarily with 
the entity concept, the going concern 
postulate, and the period convention. To 
a lesser extent, there are faults connected 
with the manner in which the realization 
concept, the “rule of conservatism,” and 
the “maintenance of dollar capital prin- 
ciple” are applied. Most of these de- 
ficiencies might be absent or minimal if 
taxable profit was conceived as an indi- 
vidual matter and considered to arise only 
after there had been a recovery of the 
money (or equivalent) that an individual 
had invested in a profit seeking venture of 
any sort. The manner of calculating profit, 
unrecovered investment, or loss would 
depend, in part, upon the type or nature 
of the investment. The concept embraces 
the idea that the tax on profits arising 
after a short recovery period should be 
larger than the levy on profits realized 
after an extended period of investment 
recovery. 

There is reason to suggest that a number 
of desirable consequences might attend 
the use of such a method of measuring 
profit for tax purposes. There might be 
greater equity in taxation in several re- 
spects, less risk to investors, and resulting 
stimulation to the national economy. The 
danger of inequity in certain other cases, 
and the possibility that the use of such a 
method might tend to impede the move- 
ment of capital funds are the major nega- 
tive potentials. In spite of these defects, 
it is contended that the nation would bene- 
fit if means could be found to effect a 
transition to an investment-recovery-first 
basis of measuring profit for tax purposes. 
At the least, the concept might have value 
as a standard or viewpoint to use in the 
analysis of the prevailing tax require- 
ments, and in the evaluation of proposed 
reforms in the tax system. 
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PRICE LEVEL CHANGES AND 


FINANCIAL STATEMENTS 
SUPPLEMENTARY STATEMENT NO. 2* 


COMMITTEE ON CONCEPTS AND STANDARDS UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 


American Accounting Association 


NE OF THE conventions presently 
() underlying corporate accounting 

is the assumption that fluctuations 
in the value of money may be ignored. 
Business transactions are recorded in 
terms of a nominal monetary unit, and 
accounting statements exhibiting business 
results and financial position similarly 
employ the monetary unit as a common 
denominator. 

As traditionally measured, accounting 
net income expresses the excess of periodic 
revenue over the cost of the capital 
(resources) “consumed” in earning that 
revenue. Under the present monetary 
postulate, the “costs” charged against 
revenue in measuring net income are, in 
general, dollar costs—the number of dol- 
lars initially invested. 

With changing price levels, however, 
the value of the dollar does not remain 
stable; within the economy as a whole its 
average purchasing power fluctuates con- 
tinuously.’ Under the impact of the price 
level changes of recent years, challenges 
have arisen as to the adequacy, for many 
purposes, of the conventional method of 
measuring net income. Some accountants 
contend that the principal significance of 
dollars lies not in their number but in 


* August 1, 1951. 
‘ Fluctuations in the United States Bureau of Labor 
Statistics Index of average for the year wholesale Prices: 


1913— 69.8  1946—121.1 
1920—154.4  1947—152.1 
1926—100. 1948—165.1 
1932— 64.8  1949—155.0 
1939— 77.1  1950—161.5 
1945—105.8  1951—182.8 (May) 


their purchasing power, and that, when 
the value of the dollar changes, accounting 
measurements of business costs should be 
modified accordingly. They propose, there- 
fore, that the orderly evolution of account- 
ing now requires, as an extension of present 
practices, the reflection in financial state- 
ments of all items of revenue and cost on 
a “common dollar” basis. They contend 
that experience amply demonstrates that 
money as a standard of value is an un- 
stable variable; that in many cases the 
balance sheet represents the assembly of 
basically non-additive amounts; and that 
income calculations are distorted by the 
failure to place all amounts on a uniform 
dollar value basis. 

, The proponents of modification are not 
in agreement, however, as to the methods 
by which the effects of variation in the 
value of the dollar should be measured, or 
as to the manner in which these effects 
should be disclosed in corporate financial 
statements. 

_ Accountants who oppose modification 
‘contend that the conventional treatment 
is deep-rooted in practice, in law, and in 
general understanding; that the signifi- 
cance of the problem is exaggerated; that 
the variations in the value of money are 
compensated for in part by other factors; 
and that any change in practice not sup- 
ported by general demand would result in 
irregularity of application and in confu- 
sion. 

The 1948 Statement on Accounting 
Concepts and Standards Underlying Cor- 


note 
from 
‘T 
in th 
im 
Ame 
impa 

year’ 
depa 
stant 
drast 
} need 

cha 

pre 

beli 
stat 

the 

pro 
cha 
nes 

ure 
the 
not 

me 
| 

su 
has 
( 
cou 
| giv 
the 
for 
an 

fin 
dis 

se 


porate Financial Statements, in a foot- 
note, opposed departure, at that time, 
from historical costs: 

“Readers of financial statements may be aided 
in their interpretations by considering the effect 
of fluctuations in the purchasing power of money. 
A marked, permanent change in price levels might 
impair the usefulness of statements reporting 
asset costs; however, price changes during recent 
years do not afford sufficient justification for a 
departure from cost. Accounting concepts and 
standards appropriate for the reflection of a 
drastic and permanent change in prices would 
need to be developed in the event of such a 
change.” 

In reconsidering the subject at the 
present time, the Committee does not 
believe it necessary to weigh or even to 
state all of the arguments for or against 
the adoption of the “common dollar” 
proposal. Ultimately, the desirability of 
change will be determined by the useful- 
ness of any projected corrective proced- 
ures; this in turn will depend largely upon 
the significance of the problem, a matter 
not yet fully established by objective 
measurement. 

In order to clarify the problem and to 
suggest a course of action, the Committee 
has considered these questions: 

(1) Is modification of the conventional ac- 
counting approach to net income determination to 
give explicit recognition to changes in the value of 
the dollar a desirable development? 

(2) If so, what methods are most appropriate 
for measuring variations in the value of the dollar 
and for giving effect to such variations in 
financial reports? 

(3) If such modification is desirable, how is 
disclosure best to be accomplished? 


This Supplementary Statement No. 2 
sets forth the conclusions and recom- 
mendations of the Committee. 


THE QUESTION OF MODIFICATION 


Conclusions 


( 1) In periodic reports to stockholders, the 
primary financial statements, prepared by 
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management and verified by an independent 
accountant, should, at the present stage of 
accounting development, continue to reflect 
historical dollar costs. 

(2) There is reason for believing that 
knowledge of the effects of the changing value 
of the dollar upon financial position and 
operating results may be useful information, 
if a practical and substantially uniform 
method of measurement and disclosure can 
be developed. 

(3) The accounting effects of the changing 
value of the dollar should be made the subject 
of intensive research and experimentation; 
the specific significance of the basic problem 
should be determined with as much accuracy 
as possible; the means of its solution, if its 
significance warrants, should be thoroughly 
investigated. 


Discussion 


Conventional accounting practices, 
which include adherence to historical 
dollar costs in financial reporting, have 
evolved over a long period. The usefulness 
for certain purposes of data so derived is 
well established. A-complete_and abrupt 
shift to an alternative basis at the present / 
time is believed to be both inappropriate 
and impractical for several reasons: 

(1) A vast body of common and statu- 
tory law and legal precedent, innumerable 
contractual and business relationships, 
and many regulatory provisions are pres- 
ently founded on existing accounting prac- 
tices. 

(2) Although the upward movement of 
prices has occasioned an increasing general 
awareness of the instability of the dollar 
as a unit of value measure, there is no 
clear indication that businessmen, stock- 
holders, employees, and the general public 
either desire or could now accept, without 
considerable confusion, any departure 
from historical cost. 

(3) There is a lack of substantial agree- 
ment as to methods by which purchasing 
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power adjustments may be accomplished; 
experimentation with specific methods has 
been inadequate. General acceptance of a 
proposal that present accounting methods 
be changed demands a clear demonstration 
of practical utility, which in this case is 
not yet available. 

(4) Recorded and summarized historical 
dollar costs appear to provide the only 
adequate starting point for the develop- 
ment of information which will reflect the 
effects of changes in the value of the dollar. 

These reasons are deemed sufficient to 
sustain the conclusion that, at the present 
stage of accounting development, the 
primary financial statements should con- 
tinue to reflect historical dollar costs. 

It does not follow, however, that such 
primary statements constitute the only 
financial information that should be pre- 
sented in financial reports. For many 
purposes wide fluctuations in the general 
price level (changes in the value of the 
dollar) may place severe limitations on 
the validity, and, therefore, on the useful- 
ness of statements based on_ historical 
dollar costs. Under such circumstances, 
the income statement reflects revenue 
expressed automatically in “current” dol- 
lars, while the cost of earning that revenue 
is expressed in dollars of widely varying 
purchasing power; the balance sheet, too, 
represents an assembly of items similarly 
measured in varying dollars. While his- 
torical dollar cost statements are essential 
even in periods of major price change and 
may be adequate for some purposes, there 
is substantial evidence that important 
informational benefits would be derived 
from a restatement of accounting data in 
terms of a monetary unit of uniform sig- 
nificance—should an acceptable means of 
adjustment and presentation be devel- 
oped. These benefits would stem from the 
elimination—or segregation—of one hith- 
erto unknown variable, the fluctuation in 
the unit of measure. 
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While corporate reports ‘are typically | 


prepared primarily for stockholders, the 
information therein presented becomes, in 
effect, public property, and may enter 
quite generally into the formation of 
judgments. Financial statement data ex. 
pressed in uniform “‘current”’ dollars would 
seem to be useful for the following pur- 
poses: 

(1) The appraisal of managerial effec- 
tiveness in terms of the preservation of the 
current dollar equivalent of the capital 
invested in the business and not merely 
its initial dollar amount; 

(2) The analysis of earning power in 
terms of the current economic backdrop; 

(3) The determination and justification 
of sound wage policies; negotiations with 
labor unions; 

(4) The determination by government 
of long-range policies with respect to “‘con- 
trol” of the economy through monetary 
policy, price regulation, limitation of 
profits, taxation, etc.; 

(5) The creation of an informed public 
opinion with respect to profits, prices, 
wages, etc., and the effect of inflation (or 
deflation) upon financial relationships gen- 
erally; 

(6) The determination of managerial 
policies with respect to pricing, credit, 
dividends, expansion, and the like. 

That the value of the dollar does fluc- 
tuate substantially is revealed by pub- 
lished general price indexes.? That this 
fluctuation has created an accounting and 
reporting problem of material significance 
has been less fully demonstrated. No 
specific objective method of measurement 
and adjustment applicable to all situations 
has been devised and widely adopted. 
Hence, accurate estimates are difficult; 
but there appears to be sufficient evidence 
as to the significance of the problem and 
as to the materiality of the amounts in- 


2 See footnote 1. 
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volved to justify extensive research and 
experimentation directed toward the de- 
termination of materiality, and, possibly, 
the development of a satisfactory solution. 


METHODS OF MEASUREMENT 
Conclusions 


(4) The effects of price fluctuations upon 
financial reports should be measured in 
terms of the over-all purchasing power of the 
dollar—that is, changes in the general price 
level as measured by a GENERAL price index. 
For this purpose, adjustments should not be 
based on either the current value or the re- 
placement costs of specific types of capital 
consumed. 

(5) The measurement of price level 
changes should be all-inclusive; ali state- 
ment items affected should be adjusted in a 
consistent manner. 

Discussion 

It has sometimes been suggested that 
the current or anticipated replacement cost 
of specific types of assets be used as a 
means of measuring the current dollar 
costs of capital ‘‘consumed.”’ This, how- 
ever, would represent a departure from 
recorded historical cost and thereby would 
destroy to a considerable degree the ob- 
jectivity of accounting. The cost of 
“consuming” existing capital should be 
determined irrespective of the intention to 
replace in kind, to replace with a different 
type of capital, or not to replace at all. 
This conclusion appears to rule out, in the 
determination of income for periodic re- 
porting to stockholders and other non- 
management groups, the use of either re- 
placement costs or a price index specific to 
the particular kinds of assets “consumed” 
by a given corporation.’ 


* The Committee is not unaware of the importance of 
replacement costs for many purposes, nor is it insensi- 
tive to the fact that comparisons of current revenues 
with the costs of replacing the capital “consumed” in 
producing such revenues may be highly significant. 
Financial management necessarily involves the planning 
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In contrast, the adjustment of historical 
dollar costs—the restatement of these 
costs in current dollars of equivalent pur- 
chasing power as measured by a general 
price index—is independent of estimated 
replacement costs or replacement policy. 
It differs from the conventional original 
dollar cost concept only in that it recog- 
nizes changes in the value of the dollar and 
reflects these changes in the amortization 
of costs and in the determination of 
periodic income. Its application is inde- 
pendent of possible or probable future 
price changes, either upward or down- 
ward, since only past changes in the value 
of the dollar are reflected in the adjusted 
figures. 

The use of a measure of over-all price 
levels as a basis for such adjustment is en- 
tirely consistent with the fact that initial ~ 
investment is made as an alternative to all 
other possible business uses Of fiinds and, 
as recovered, again becomes “‘free”’ for re- 
investment or any other proper business 
use, While substantial portions of inflowing 
funds must be used to replace the capital 
“consumed” if the productive resources of 
the enterprise are to be maintained, 
management has considerable freedom of 
choice in selecting the new assets to be 
acquired. 

The most widely urged objection to the 
use of price indexes as a means of adjust- 
ing past dollar outlays to current dollar 
equivalents is their alleged inaccuracy. 
The Committee believes, however, that 
the errors inherent.in-index number con- 
struction are relatively unimportant where~ 
substantial changes in price levels are 
involved. The existence of such weaknesses 
in index number construction places prac- 
tical limitations on the utility of index 
number adjustments but does not in- 


of future capital receipts and disbursements; and no 
valid objection can be raised to any form of explanation 
which enhances the comprehension of such problems on 
the part of stockholders and other interests external to 
corporate management. 
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validate their use. Specifically, the practi- 
cal limitations are: (1) adjustments for 
very small changes in the general price 
level are ineffective and (2) adjustments 
tend to become less accurate (because of 
changes in the real weights of index num- 
ber elements) as the time period is ex- 
tended. 

Generally speaking, any index number 
adjustment for change in the value of the 
monetary unit must be viewed, not as a 
fact, but as an indication of fact—although 
quite possibly a more accurate indication 
than is often possible in other accounting 
judgments, as, for example, the periodic 
cost expiration of long-lived assets. That 
price indexes provide generally acceptable 
indications of fact is demonstrated by 
their increasing adoption as bases for wage 
payment contracts. 

The Committee believes that one 
reasonably accurate and objective in- 
strument for adjusting original dollar 
costs to reflect changes in the value of the 
dollar is the Bureau of Labor Statistics 
index of wholesale prices. Undoubtedly ‘a 
better index can be developed, and will be 
as the need becomes apparent. In the 
meantime, the B.L.S. index will serve 
reasonably well for experimental purposes; 
any degree of error introduced by its 
variation from the “ideal” index may be 
negligible as compared with the difference, 
given substantial price changes, between 
original dollar costs and their current 
dollar equivalents. 

Adjustments made for changes in the 
value of the dollar should be all-inclusive 
(i.e., should apply to all statement items). 
This is held to be essential to full dis- 
closure. One of the most important effects 
of price level change, for example, may be 
its impact on the “net balance of fixed- 
dollar items” (assets fixed in dollar amount 
minus claims fixed in dollar amount). 
When the general price level is rising, 
corporations derive gain (realized-or un- 
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realized as may be) from any excess of 
liabilities and non-participating preferred 
stock over assets fixed in dollar amount. 
(When the general price level is declining, 
this same relation of fixed-dollar items 
results in loss—realized or unrealized.) This 
gain (or loss, as the case may be), which 
typically moves inversely to the real cost 
of capital “consumed,” and which may be 
of significant proportions, is revealed only 
by analysis and adjustment of balance 
sheet items. 


METHODS OF DISCLOSURE 
Conclusions 


(6) Management may properly include 
in periodic reports to stockholders compre- 
hensive supplementary statements which 
present the effects of the fluctuation in the 
value of the dollar upon net income and 
upon financial position. 

(a) Such supplementary statements shouid 
be internally consistent; the income state- 
ment and the balance sheet should both be 
adjusted by the same procedures, so that the 
figures in such complementary statements 
are coordinate and have the same relative 
significance. 

(b) Such supplementary statements should 
be reconciled in detail with the primary 
statements reflecting unadjusted original 
dollar costs, and should be regarded as an 
extension or elaboration of the primary state- 
ments rather than as a departure therefrom. 

(c) Such supplementary statements should 
be accompanied by comments and explana- 
tions clearly setting forth the implications, 
uses, and limitations of the adjusted data. 


Discussion 


That financial reports should include 
information supplementary to the primary 
statements has long been accepted in cor- 
porate reporting. Recently there have been 
included in some annual reports explana- 
tions of the effects of price changes upon 
the reported results. In general, however, 
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references to this subject have been frag- 
mentary and have followed no consistent 
and uniform pattern. Experimentation 
may demonstrate that the effects of price 
level changes are of sufficient importance 
to justify a more comprehensive treat- 
ment. The most practical method of 
ascertaining the extent of the problems 
involved is by means of considered ex- 
perimentation in the preparation of sup- 
plementary analyses. The most promising 
method of determining the utility and 
acceptability of alternative results is by 
means of presentation in corporate reports 
in the form of supplementary statements. 

It is desirable that both the supple- 
mentary balance sheet and the supple- 
mentary income statement prepared for 
any given situation be directed to the 
service of the same ends, and that they 


therefore be prepared on a consistent 
basis. The items in the two statements 
should thus be accorded similar adjust- 
ment treatment. This facilitates logical 
presentation of the respective adjustment 
amounts, including the adjustment of the 
proprietary equity. 

The primary and the supplementary 
statements should be clearly reconciled 
through the medium of accompanying 
comment and explanation, and the sig- 
nificance, implications, and limitations of 
the adjusted data set forth through 
similar media. This will serve the require- 
ments of educational purpose and thereby 
contribute to a better understanding of 
our economic environment and to the 
establishment of more sound business 
relationships. 

It is not proposed that such statements 
would be covered by the opinion of in- 
dependent accountants (unless and until 
adjustment techniques are perfected and 
their utility proved) ; in the meantime their 
status would be that of explanatory mate- 
rial in the preparation of which inde- 
pendent accountants might participate. 
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SUMMARY 

In concluding this statement on Price 
Level Changes and Financial Statements, 
the Committee seeks to bring into perspec- 
tive the several coordinate recommenda- 
tions which it has presented. 

In accounting, different purposes may 
require different types of reports. The 
traditional balance sheet and income state- 
ment, employing historical dollar costs, 
have proved their usefulness and are of 
primary importance for many purposes. 
Reports prepared to reflect fluctuations in 
the value of the dollar may prove to have 
substantial usefulness for other purposes. 

It is the judgment of the Committee, 
therefore, that the time has come to give 
adjusted dollar statements a thorough 
test. Such statements should now be, and 
may continue to be, supplementary to the 
financial statements based on historical 
dollar cost. During the period of develop- 
ment (or of experimentation, whichever it 
may prove to be), such statements need 
not be covered by the independent ac- 
countant’s opinion although he might 
assist in their preparation. A number of 
such experiments by different corporations 
in different types of business will undoubt- 
edly be required. Only by means of such 
experimentation can methodology be 
tested and usefulness proved or disproved. 

The Committee has determined the 
basic premises on which, in its judgment, 
such tests should be conducted: 

(1) Since the supplementary statements 
are intended to restate historical costs to 
reflect changes in the value of the dollar 
and are not concerned with changes in the 
value of specific assets, a general price 
level index should be used. 

(2) Since the relationships within the 
balance sheet and within the income state- 
ment, as well as between the two state- 
ments, are of importance, the adjustments 
should be comprehensive in scope to the 
end that the effect of price level changes 
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will be reflected in each item to the extent 
appropriate. 

(3) Since the effectiveness of accounting 
statements depends on reader understand- 
ing as well as on basic usefulness, the two 
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types of statements should be fully recon- 
ciled in published reports and should be 
accompanied by explanations as to their 
respective natures, usefulness, and limita- 
tions. 


Statements of the Committee on Ac- 
counting Concepts and Standards repre- 
sent the reasoned judgment of at least 
two-thirds of its members. They are not 
official pronouncements of the American 
Accounting Association or of its Executive 
Committee. 

They shall not necessarily be viewed 
as stating rules of current professional 
conduct or procedure. Rather, they state 
objectives in the development of account- 
ing principles. Some are intended to have 
immediate applicability, while others fore- 
cast the general direction in which ac- 
counting may develop. 

Committee on Concepts and Standards 


Underlying Corporate Financial 
Statements—1951 


Willard J. Graham, Chairman 


Thomas M. Hill 
George R. Husband 


James S. Lanham 
Stewart Y. McMullen 
Maurice Moonitz 
Maurice H. Stans 


There are listed below the names of the six 
men who have acted as consultants to 
this Committee. They have given freely 
of their time in criticizing successive 
drafts of this Supplementary Statement 
and have offered many constructive sug- 
gestions for its improvement. It does not 
follow, however, that they are in complete 
agreement with the conclusions, nor do 
they assume responsibility for them. 


Samuel I. Broad 
James L. Dohr 
Howard Greer 
Christian E. Jarchow 
Earle C. King 
William A. Paton 
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FIXED ASSET REPLACEMENT A 


HALF CENTURY AGO 


D. A. LITHERLAND 
Assistant Professor, University of INinois 


HE INFLATIONARY INFLUENCES that 
T« rampant just now have caused 
the relationship between current de- 
preciation charges and replacement costs 
of fixed assets to become a subject of 
particular concern to accountants and to 
management of the business enterprise. 
Corporate officers in industry are vitally 
interested in this matter because the sub- 
ject of profits is discussed so much and 
from so many points of view. Accountants 
are concerned because new responsibilities 
have been suggested for accounting meth- 
odology. The many articles on the subject 
appearing in current accounting literature 
indicate that accountants are aware of the 
challenge they face. This open discussion 
of conflicting ideas is likely to bring satis- 
factory results; a study of history reveals 
that much of accounting’s growth in the 
past has come in this manner. Accounting 
has developed slowly as men of successive 
generations have sought under changing 
legal and economic conditions to meet the 
needs of business of their day. It is not 
unreasonable, therefore, to believe that a 
helpful perspective on today’s problem 
may be gained by a brief survey of the 
problem of fixed asset replacement as it 
existed fifty years ago and of the responses 
made to the problem by men of that day. 
To understand the reasons behind the 
accounting treatment of fixed assets about 
the turn of the century it is necessary to 
examine the British views concerning the 
calculation of enterprise profits. It was 
then a generally accepted idea that the 
most important service the accountant 
rendered to the directors of the limited 
liability companies was the calculation of 


the annual profit legally available for 
dividends. 

As accountants sought the answer to 
the question of what profits were available 
for distribution, the central theme of 
British accounting became replacement of 
capital. The idea was that the capitalist 
had put his capital to some use and would 
get it back and something more. That 
something was profit, but its figure would 
be considered untrue if it included any 
part of the invested capital. The expressed 
purpose of accounting at that time was to 
show a true balance sheet with capital 
maintained intact and profit, if any, 
clearly indicated. This purpose reflected 
the accountants’ concern for the protec- 
tion of directors in their stewardship of 
capital ventured under the Company 
law. 


FIXED AND CIRCULATING CAPITAL 


Profit in British accounting theory could 
only arise in actual exchanges, and only 
circulating capital (salable assets) had to 
be replaced.’ These ideas appeared to have 
their roots in the economic ideas advanced 
by Adam Smith in the eighteenth century. 
He divided a man’s wealth into two parts. 
That part which was to earn revenue he 
called capital goods, and the other part 
which a man could consume he called con- 
sumption goods. Capital goods could be 

1 According to British accounting theory, account- 
ing’s responsibility was limited to making provision for 
holding back out of revenue the equivalent money value 
of the invested capital which had gone out. As they saw 
it, the only capital that could go out was circulating 
capital, represented by what they called “floating 
assets.” The financing and timing of the physical re- 
placement of capital assets was considered to be a mana- 


gerial decision that in no way affected the accounting 
calculation of periodic profit. 
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employed in two ways in making a revenue 
or profit for its user. Circulating capital 
could create profit directly since it was in- 
tended to circulate or “change masters.” 
Fixed capital, however, was not intended 
to change masters and therefore could 
affect the earning of revenue only in- 
directly by facilitating operations. This 
theory of the nature of capital with respect 
to earning revenue clearly focused atten- 
tion upon the distinction between capital 
(the means) and income (the result). The 
measurement of the two was obviously an 
accounting problem. 

It was a relatively simple matter to 
apply this theory in accounting for ven- 
tures. In the case of an entire venture 
where the profit or loss was not ascertained 
until the termination of the venture, the 
difficulty of apportionment over time 
periods did not appear. At the conclusion 
of the undertaking all assets remaining un- 
sold were either converted into cash or 
stated at their then market value, irrespec- 
tive of any question as to whether they 
had been used as “fixed” or “circulating” 
capital. After including the invested capi- 
tal in the summation of liabilities, the 
balance sheet would show the financial 
result of the venture, any excess of assets 
being the measured profit. 

The application of these same ideas in 
accounting for the continuing business 
enterprise of the nineteenth century was 
not such a simple matter. The need for a 
balance sheet and profit and loss account 
at stated periods meant that a proper ap- 
portionment by periods as between capital 
and income had to be made in order to 
arrive at net profit. As accountants at- 
tempted to determine whether capital had 
been replaced or not and to reveal the 
facts in their periodic reports, difficulties 
arose. Out of the arguments that followed 
there evolved two conflicting views of the 
proper method of calculating enterprise 
profit. They were similar in that both used 


the balance sheet to determine profit, 
Their difference grew out of contrasting 
interpretations of the nature of capital 
and income, and of the way they should be 
treated in the statements. 


SINGLE ACCOUNT SYSTEM 


The first view was called the single ac. 
count system and was described by an 
early British accountant as follows: “In 
finding profit available for dividends the 
first step would be to make good the 
capital by taking an inventory and putting 
a value upon all the assets of the company 
and deducting therefrom all the liability 
including contributed capital, and the 
surplus remaining, if any, would be net 
profit.”* Thus capital was the excess of 
assets over liabilities. No distinction was 
made here between capital and _ profit. 
Just as the difference between the capital 
at the beginning of a venture and the 
capital at the end was the profit or loss, 
so it was for each period of the life of a 
continuous business unit. If the excess of 
assets over liabilities at the end of the 
period was greater than at the beginning, 
all of the excess represented profit capital. 
This method provided for the maintenance 
of asset capital as a quantum, a measure of 
wealth. This idea of profit was concep- 
tually associated with the final liquidation 
of a company. There was not full agree- 
ment as to the proper value to put upon 
the assets at each balance sheet date. One 
leading accountant thought that the single 
account system would require the valuing 
of all assets according to the market 
value of the capital shares; other ad- 
vocated the use of the current market 
value of the assets themselves; and still 
others supported cost less actual deteriora- 
tion to date as the proper value. 

According to the single account view of 
profit calculation, the fixed assets were 


2H. S. Smith, “Capital and Profits of Companies,” 
The Accountants’ Journal, VII (1890), 13. 
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yalued as inventories at the balance sheet 
date along with all other assets and any 
loss of value, including wear and tear, was 
transferred as a charge to the profit and 
loss account. Some saw no need for the 
depreciation charge when it was counter- 
balanced by appreciation of the asset be- 
cause, according to their reasoning, value 
was maintained. 

The single account view was criticized 
because it did not allow for statements 
that reflected the distinction between 
fixed and circulating capital. If capital 
was the excess of all assets over liabilities 
then no particular asset of the balance 
sheet was reflected by a given credit on the 
other side. Some felt that the balance sheet 
should reflect this basic idea as being in- 
herent in Adam Smith’s economic theory. 
There were also many British accountants 
who could not accept a liquidation view- 
point in regard to the value of fixed assets 
because such assets were not intended to 
change masters in earning revenue. The 
proponents of the single account system 
considered that that part of the fixed capi- 
tal which represented a decrease in value 
during the period actually became cir- 
culating capital since the trader made a 
profit by parting with it; and, conse- 
quently, there could be no distributable 
profit from trading exchanges until the 
lost value of fixed capital was replaced. 

DOUBLE ACCOUNT SYSTEM 

The other balance sheet view of profit 
calculation, called the double account 
system, apparently evolved as a result of 
conscious attempts to meet the accounting 
problems posed by continuing corporate 
enterprises as distinct from terminating 
ventures. According to that view, the 
assets were divided in accounting reports 
strictly according to Adam Smith’s ideas 
about capital. The fixed capital was in the 
form of long-lived assets which were held 
permanently by the enterprise and could 
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not be returned to stockholders. These 
assets were to be maintained as things 
rather than as a sum of wealth so that 
as things they could continue to be 
used in operating the business. If these 
assets increased or decreased in money 
value, it made no difference in the profit 
of the enterprise. Likewise, if one of these 
assets was lost by storm or theft, it made 
no difference in the profit. Capital transac- 
tions and income transactions were con- 
sidered to be quite distinct in contrast to 
the single account view where calculated 
capital, i.e. net worth, consisted of original 
capital and profit capital. 

Under the double account view, profit 
was calculated in the trading section of the 
balance sheet as the excess of revenue re- 
ceipts over properly chargeable expendi- 
tures. The statutes were considered to 
support this view since authorities seemed 
to require only that circulating assets 
should be valued in order to arrive at 
profits available for dividends. One court 
decision was as follows: ‘Any increase or 
decrease in circulating capital balance 
goes to revenue. Those relating to fixed 
capital need not be considered.’* Other 
court decisions ruled (1) that the com- 
pany law did not require fixed capital to 
be made up if lost and (2) that the ques- 
tion of depreciation was a matter of in- 
ternal management with which the law 
had nothing to do. The Articles of the 
given company were to govern. Two ques- 
tions were involved, but the distinction 
between them was not clearly discerned by 
men of that day. First, there was the ques- 
tion of whether capital losses from sale, 
fire, or theft of fixed assets should be made 
good out of revenue before there were 
distributable profits. Second, there was the 
question of whether depreciation of the 
fixed assets was properly chargeable 
against revenue. The confusion of the two 


3 Charles Ker, “Depreciation,” The Accountants’ 
Journal, XVII (1900), 304. 
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questions came from an erroneous concept 
of depreciation; they failed to see any 
difference in loss by storm, depreciation 
due to loss in market value, and deprecia- 
tion due to wear and tear from use of the 
fixed assets in operations. 

This double account view of deprecia- 
tion found most favor among British 
corporation officials. The directors were 
fully aware that the fixed assets depre- 
ciated, but they desired the freedom to 
make the decision as to how they would 
face the replacement problem which that 
fact raised. It was a typical British atti- 
tude for the justices and accountants to 
show respect for the judgment of the 
directors of the corporation and to express 
a willingness to leave the solution to the 
discretion of the business men concerned. 
Furthermore, accountants found it easy 
to support their attitude with Adam 
Smith’s economic theory. The fixed capital 
represented by the fixed assets did not 
“change masters” and so did not produce 
revenue directly, and it was felt that 
business men could be depended upon to 
make decisions for the best interests of the 
shareholders as to when and how to make 
provision for the replacement of the fixed 
assets (for the depreciation charge was 
considered to be just that, a holding back 
of revenue assets for the replacing of lost 
asset value). 

Depreciation was not viewed as a cost 
of production because a clear cost concept 
had not yet developed. (That came later 
with the tremendous growth of the manu- 
facturing industry in the United States.) 
Fifty years ago in accounting literature 
there was an almost complete lack of 
recognition of the relationship between the 
accruing efforts of an enterprise as ex- 
pressed by costs and expenses and the 
accruing accomplishments as expressed by 
income. The word “expense’’ was used 
interchangeably with the word, “loss.” All 
debits were either assets or losses. An ex- 
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penditure, for which no equivalent amount 
in the form of a tangible asset was received, 
was treated as a loss. 

The assets expended had to be replaced 
out of revenue if they represented circu- 
lating capital. An expenditure for wages 
was charged to the revenue account at that 
time, not because it represented a periodic 
expense to be matched against the income 
which it produced but because it repre- 
sented a loss of circulating capital which 
had to be replaced before there were 
profits available for dividends. On the 
basis of their belief that the depreciation 
charge was a means of replacing fixed asset 
capital, the British were not being illogical 
when they reached the conclusion that the 
charge for depreciation, i.e. the provision 
for fixed asset replacement, was a matter 
for company officials to decide, and that 
the charge was therefore not necessary 
before there were profits legally available 
for dividends. 

It is worth noting that in both England 
and America at the turn of the century 
there was little stress on the social re- 
sponsibility of management (to continue 
operating in order to provide jobs, taxes, 
etc.). When accountants argued that 
making a charge for depreciation was a 
managerial decision they were really say- 
ing that if company officials did not desire 
to provide for replacement of fixed assets, 
and thus to assure the continuance of the 
enterprise, there was no social (or legal) 
responsibility on them to do so. 

Naturally this British attitude resulted 
in a wide variety of accounting treatments 
of fixed assets. Stockholders and directors 
who objected to making any charge for 
depreciation often gave peculiar non- 
accounting reasons for their attitude. 
They said that if they wanted to sell, the 
buyer would not pay more than the 
balance sheet figure; that in case of fire the 
insurance company would not pay as 
much damages. Today non-accounting 
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reasons are sometimes advanced not for 
omitting but for increasing the deprecia- 
tion charge. Some of those who believed 
that profits should be calculated without 
regard to wear and tear of fixed assets ad- 
vocated settings aside some of the profits 
as a reserve for contingencies such as 
future renewals. They reasoned that by 
this means dividends could be distributed 
more evenly over the years rather than 
being shut off entirely in the year in which 
the renewal was made. The reservation of 
profits was shown on the liability side of 
the balance sheet somewhat like our pres- 
ent surplus reserve. It was called “Reserve 
Fund.” This was significant terminology 
since it was supposed to describe the actual 
money, profit assets, held out on the other 
side of the statement. 

Many writers who supported the view 
that no depreciation charge was necessary 
were influenced by the Lee v Neuchatel 
case of 1888. In that case the asset in- 
volved was a mine. The court decision was 
that directors were not ultra vires in paying 
dividends without charging depreciation 
on wasting assets.‘ It was argued that in- 
vestors were aware that the mine would 
be exhausted and that the dividends 
would constitute their entire return. In- 
vestors were to decide for themselves 
whether to save enough to buy another 
mine. As the years passed men began to 
see a difference between a mining venture 
and a railroad or utility where capital was 
not ventured in a wasting asset but in 
fixed assets to be used year after year in 
producing revenue. Although the law did 
not yet require the recognition of deprecia- 
tion expense in accounting for railroads 
there was increasing awareness of the im- 
portance of providing for maintenance 
and replacement in order that operations 
could go on. 


‘At that time accountants did not distinguish be- 
tween “depletion” and depreciation as we do in modern 
accounting. 
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Some came to believe that it was wise 
to use a charge to revenue to replace lost 
value as represented by wear and tear of 
fixed assets. Because the idea was rela- 
tively new of estimating an item before 
the facts could be fully known, some of 
this group believed that the lost value 
could best be replaced by charging repairs 
and renewals against revenue as they oc- 
curred. The relationship between repairs 
and depreciation was not clearly under- 
stood. The idea was rather generally 
accepted that a fixed asset was really 
permanent if kept in good repair. Appar- 
ently they saw no distinction between “‘re- 
placing” wear and tear by means of repairs 
where parts were actually substituted for 
those worn out, and “replacing” lost 
capital by means of a depreciation charge 
which reduced distributable profits but 
substituted nothing tangible for the wear 
and tear which had taken place in the 
asset. 

The repairs and renewals method came 
to be widely used in railroad accounting. 
It had several advantages. It made it pos- 
sible to avoid making an estimate which 
required judgment; that is, it provided 
objective evidence as to the amount to be 
charged to profit and loss. It answered the 
question of what account to credit when 
the charge was made since a cash credit 
was more objective and less difficult to 
explain than a credit to the more abstract 
account “Reserve for Depreciation.” It 
also made it possible for directors to in- 
fluence the profit figure by timing the 
renewals and thus to exercise more control 
over the regularization of dividends. 

There was, however, some support in 
those early years for charging an estimated 
amount to profit and loss, usually a fixed 
sum or a percentage on diminishing value 
of fixed assets. Motivated by the desire to 
equalize dividends, some who advocated 
this treatment thought that depreciation 
should be charged only in the years when 
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profits were high. Others took the con- 
servative view that the charge should be 
made each year although it might over- 
state expenses. They said that there was 
no harm in overstating expenses because it 
was difficult to state what the assets would 
realize anyway. The idea of valuing assets 
low appeared again and again in the 
British literature about 1900. It reflected 
a concern for the protection of directors in 
their stewardship of ventured capital. The 
lack of uniformity in accounting treat- 
ment of the depreciation problem was 
probably due to differing managerial 
judgments as to what constituted steward- 
ship responsibilities. Directors, interested 
in the equalization of dividends, were 
often opposed to an adequate provision 
for depreciation. 

The early twentieth century brought 
the development of a “cost” doctrine in 
place of the “‘loss” doctrine as accountants 
of a succeeding generation considered the 
needs of the large manufacturing enter- 
prise. Under the cost doctrine profit has 
come to be viewed as an excess of income 
over expenses incurred to produce it. In 
the light of this concept depreciation is 
viewed as a cost of producing revenue, and 
the early writers now seem to have been in 
error when they considered the deprecia- 
tion charge to be a means of reflecting a 
constructive replacement of a loss of fixed 
capital. But it seems clear to us that they 
were not in error when they concluded that 
the financial problem of fixed asset re- 
placement was a matter for managerial 
decision. 

In current accounting literature there is 
evidence of some feeling that the deprecia- 
tion charge, this deep rooted element of 
accrual accounting, might somehow be 
used as an aid in solving the problems 
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posed by the spiralling prices of today, It 
will perhaps help to clarify the issues be. 
fore us if we remind ourselves that some 
features of our present ideas also appeared 
a half century ago. Although there are 
many instances where analogies may be 
drawn between the past and the present, 
there seldom if ever occurs an exact du- 
plication of all aspects of the situation, 
Fifty years ago depreciation charge and 
fixed asset replacement were already 
tangled in the problem of showing that 
capital should be replaced before dis. 
tributable profits were recognized. It was 
believed that accounting provision should 
be made for holding back revenue dollars 
equivalent to the money cost of salable 
assets (circulating capital) gone out. This 
was a money replacement. There was 
general agreement that the financing and 
timing of the physical replacement of 
capital assets was a managerial decision. 
Today we seem to have more difficulty 
in agreeing that provision for actual 
physical replacement is a managerial deci- 
sion. There appears to be a lack of agree- 
ment that management (and others) 
should be permitted to keep in mind the 
effect of higher costs on future replacement 
problems when considering the annual net 
income as a basis for decisions on such 
matters as wages, taxes, and dividends. 
This attitude is reflected in the idea in the 
air today that accounting should be given 
responsibility for providing for future re- 
placements by holding out of gross profit 
dollars an amount sufficient to cover the 
physical replacement of fixed assets at 
higher costs. A realization of the ideas 
that existed fifty years ago in regard to 
fixed asset replacement could perhaps help 
accountants to resolve this issue which is 
before them today. 
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NEEDED: A NEW CONCEPT 


OF ACCOUNTS 


L. J. BENNINGER 
Associate Professor, University of Missouri 


exploration in accounting. It paral- 

jlels and is a portion of the same 
process which has given rise to innovations 
and developments in the social science of 
economics. Accounting like its sister 
science economics has belatedly begun to 
recognize that although the solution to 
each problem in the economic scene is 
limited and bounded by action taken rela- 
tive to the solution of large problems, 
nevertheless, great potentialities for in- 
crease in economic well-being are possible 
through objective, piece-meal attacks on 
problems concerning the economy’s units 
of activity, i.e., problems of individual 
business entities. 

Narrowly defined the accountant’s role 
is simply that of a recorder of facts and 
figures, this role more or less circumscribed 
by a traditional concept of accounts and 
the accounting process. From a broader 
point of view, the accountant’s role ex- 
pands into becoming a dynamic tool of 
management and society, a tool which un- 
like the physical counterparts from which 
the word “tool” is derived, must in 
chameleon-like fashion adjust itself con- 
stantly to the needs of an experimental and 
exploratory-type management. Further, it 
must, in presenting its results, interpret 
the workings and use of the tool to man- 
agement and others. 

Paton has stated “ ‘Costs’ rather than 
‘assets’ is the significant term in present- 
day accounting.’ Others would say that 
“valuation” rather than cost is the sig- 
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_ | William A. Paton, Dickinson Leciures in Account- 
ing, “Recent and Prospective Developments in Ac- 
counting Theory,” (Cambridge, Massachusetts: Har- 
vard University Press, 1943), p. 103. 


nificant term in present-day accounting. 
Neither are wholly correct. Both tend to 
stress the historical objective of account- 
ing: formal, single-purpose, all-inclusive, 
periodic statements. “Objective relevant 
data” has supplanted, as a practical mat- 
ter, either of these two terms as a signifi- 
cant term in modern accounting. 

Taggart, in his interesting article “Cost 
Accounting versus Cost Bookkeeping,” 
points to the ferment and change which 
is on the way in accounting. In fifty years 
he prophecies: 

By that time, arguments concerning LIFO and 
the recognition of losses on purchase commit- 
ments will have all been settled. The relative pre- 
tensions of the income statement and the balance 
sheet will have been resolved by abolishing the 
latter and substituting a nonmonetary statement 
of economic condition. All elements of the income 
statement will be stated in terms of dollars with 
a purchasing power as of the day the statement is 
issued. The result is a figure of net earnings which 
is thoroughly reliable as an indication of economic 
achievement and completely comparable (with 
due allowances for value-of-money changes) with 
earnings for previous years. The books will prob- 
ably still be kept on the original cost basis be- 
cause of its obvious advantages in the way of ob- 
jectivity.? 

Thus, Taggart retains in part some of 
the significance of original cost, but fore- 
casts the valuation of assets in terms of 
economic potentialities and the valuation 
of costs in the light of the current value of 
the monetary unit. To Taggart’s prophecy, 
the writer is tempted to add that in so far 
as the objective of comparability is con- 
cerned, by the year 2000, costs that are 


* Herbert F. Taggart, “Cost Accounting versus Cost 
Bookkeeping,” THE ACCOUNTING Review, April, 1951, 
p. 148. 
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common and not related directly to the 
output of a particular time period will have 
been deleted from the income statement. 
Major emphasis will be placed upon those 
costs which are inextricably bound up with 
activity. 

Dean states: 

Contrary to joining in the condemnation of 
corporations for having two sets of books, this 
analysis suggests that the company needs in these 
parlous times of price level upheaval three sets of 
books or even more to show: (1) statutory income 
(for income tax purposes); (2) accounting income 
(computed by conventional accounting pro- 
cedures); and economic income (deflated to dol- 
lars of constant purchasing power). 


This approach to accounting problems 
stresses the variety of uses of accounts; yet 
it is defective in that it misconceives of the 
role of accounting. Attention is laid upon 
the routine, on recording, on many systems 
of records rather than judgment and pro- 
fessional competence as a mode of fulfilling 
the needs of those interested in a business 
entity. From a well-organized system of 
major and subsidiary records, which in- 
clude both debit-credit and _ statistical 
data, it should be possible for the ac- 
countant to construct statements to show 
any of the foregoing objectives as stated 
by Dean. 

Perhaps one of the most flexible devices 
capable of solving problems of the present- 
day accountant is that offered by Billy E. 
Goetz.‘ Goetz calls for (1) a basic pe- 
cuniary record rather minutely subdivided 
according to expenditure cause and (2) 
other records which translate expenditures 
into relevant data. 

Goetz recognizes that the greatest use- 
fulness of accounts lies in supplying in- 
formation pertinent to a particular ques- 
tion under consideration, e.g., Is the firm 
profitable? Is it maximizing its profit po- 

3 Joel Dean, “Measurement of Profits for Executive 
THE AccounTING REview, April, 1951, p. 


* Billy E. Goetz, Management Planning and Control 
(New York: McGraw-Hill Co., 1949), see Chapter VII. 
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tentials? Is it more profitable than last 
year? What action shall be taken to im. 
prove the profitability of the firm today? 
tomorrow? in the next period? To properly 
supply accounting information relevant 
to these questions, the highest order of 
professional judgment must be exercised 
in the selection, grouping, and regrouping 
of data lying within the sphere of the ac- 
countant. Pertinent to many of the 
questions relative to problems of the firm 
are: 


. Original outlay cost. 

. Replacement cost. 

. Earning power of an asset. 

. Opportunity cost, which may include profits 
foregone. 

. Differential cost, which will include costs 
computed in terms of tomorrow’s costs in 
so far as that is possible. 

. Joint costs. 

. Fixed costs. 

. Variable costs. 

. Direct costs, the word “direct” being in- 
terpreted variously according to the situa- 
tion. 


wm WwW 


To accomplish the many objectives of 
modern accounting—provision of data for 
financial statements, control, and special 
decisions of management—the art and 
science of accounts must be made more 
flexible, must be broadened, and must be 
deepened to accept within its ken increas- 
ing responsibilities for analysis and _ in- 
terpretation. The inordinate emphasis that 
has been placed upon single-purpose ac- 
counts and principles relating to such ac- 
counts must be replaced by a more 
scientific attempt to utilize accounts con- 
structed so as to be of varied usefulness. 

Such an approach to accounting need 
not require two, three, four, or five sets of 
books. Nor would it require that accounts 
be kept entirely in terms of original or re- 
placement cost. It would demand only 
that judgment and professional com- 
petence be exercised in establishing one set 
of accounts and supporting records in such 
a manner that these will fulfill their func- 
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tion as a tool useful both to management 
and to society. 

In recent years there have been various 
attempts to formulate basic accounting 
principles for the guidance of the account- 
ant and others utilizing accounting data. 
Such attempts are indeed meritorious. 
The danger inherent, however, in any 
formulation of accounting principles is 
two-fold: (1) That such principles will be 
constructed so as to apply to but one area 
of the accountant’s efforts, but imply the 
weight of authority in other areas. That is, 
too often, they will have the effect of cir- 
cumscribing the accountant’s efforts in 
rendering significant and relevant data 
useful in other spheres of the accountant’s 
activity. They become both a guide and a 
straight-jacket. (2) That such principles 
being drawn with reference to a particular 
time-period and generally in reference to 
all-inclusive, esoteric objectives will, by 
the time they have become established or 
accepted, have become obsolete even to 
the area for which they were constructed. 

In the opinion of the writer, the func- 
tions of the modern accountant are: (1) To 
establish a plan for recording data falling 
within the accountant’s sphere of activity 
(This sphere will be determined by in- 
fluences both within and without the 
firm); (2) To arrange and rearrange re- 
corded data in a manner useful to the 
managerial hierarchy and others interested 
in the particular entity (In this paper, the 
word “recorded”’ is not to be construed to 
be the same as data capable of being 
rendered into debit-credit form. It includes 
such data and all other relevant data 
coming within the scope of the account- 
ant); (3) To interpret data gathered, ar- 
ranged, and rearranged. 

Such functions allow for the presenta- 
tion of all types of reports to management, 
investors, government, and others in a 
form suitable to their requirements and 
uses. It recognizes that such require- 
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ments may be in constant flux. 

Are there any limitations upon the ac- 
countant in accomplishing the functions 
listed above? The following might be so 
termed: (1) The accountant must be ac- 
curate and objective in both recording and 
utilizing recorded data); (2) He must ar- 
range, rearrange, and interpret his data in 
a professionally competent manner. 

In the statement of functions given, the 
first should be given the broadest of in- 
terpretations. No narrow interpretation, 
such as recording solely in terms of original 
cost or replacement cost is implied. In the 
firm’s records there will appear, where 
necessary, yesterday’s costs, today’s costs, 
and such future costs as are capable of fore- 
cast and measurement. Costs included in 
the records will change in amount because 
of changes in the value of the monetary 
unit, changes in the arts and technology, 
and changes with reference to situations to 
which costs are applied. In each case, the 
changed cost will appear within the records 
of the firm. Similarly, data concerning in- 
come and investment will be recorded. 
Profit-graphs concerning all costs, or merely 
a portion of these costs will be constructed. 
Each grouping of costs will be arranged 
and rearranged according to the “mix” 
of the problem involved. The basic 
content of a cost factor itself will be ar- 
ranged and rearranged as required. 

In the process of report preparation, 
judgment as to relevant data will be ap- 
plied. The application of judgment to data 
brings the accountant willingly or unwill- 
ingly into the area of interpretation of the 
very reports he prepares. When the ac- 
countant is brought into the area of 
judgment and interpretation involving the 
basic decisions of the firm, essentially he 
has become a part and portion of the 
managerial hierarchy, responsible in part 
for the success or failure of the firm. In 
addition, the accountant in his role of the 
public accountant passes judgment on the 


st 
m- 
y? 
rly 
nt | 
of | 
ed 
ig 
C- 
he | 
m 
| 
ts 
in | 
1- 
yf 
d 
e 
t 
1 

| 


validity and reliability of the data pre- 
sented. 

Financial accounting as a device leading 
to the preparation of a questionable in- 
come statement and a more questionable 
balance sheet had its heyday in the first 
half of the present century. Accounting 
as a tool which embraces techniques of the 
statistician, the objective experimentalism 
of the engineer, and the concepts of the 
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economist has great potentialities fo, Pf 
serving the forward-looking purposes oj [ 
management and investors beset on every 
hand by change in the social and economic | 


scene. To be of greatest assistance in the 


solution of problems of private and public Ff 


enterprise, there is a need for a broadened 
concept of the role of the accountant and 
accounts. 
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THE FUNDS STATEMENT 


RECONSIDERED 


Louis GOLDBERG 
Senior Lecturer in Accountancy, University of Melbourne, Australia 


that “the double entry bookkeeping 

process may be invested with a source- 
application meaning.’* Whether or not 
this is true, it is felt that there are some 
aspects of the statement of sources and ap- 
plication of funds which warrant further 
examination because of their significance 
in accounting theory and, consequently, in 
practice. 

As a starting point let us take the posi- 
tion that a balance sheet, whatever else 
it may be or purport to be, sets out, as at a 
certain point of time, the sources from 
which funds have been derived in the past 
and the ways in which such funds have 
been applied or employed. Before dis- 
cussing the meaning of “funds” in this 
context it is worth recalling that this view 
of the balance sheet reflects the point of 
view that an accountable entity (for which 
the balance sheet is drawn up) is regarded 
as distinct from its owners, managers, em- 
ployees, creditors and any other persons 
with whom “it”? may have dealings, and 
that “it” is regarded as being capable of 
possessing things and having rights against 
persons and other accounting entities. The 
balarice sheet, then, is a statement setting 
out, on the one hand, the amounts of 
“funds” which a hypothetical, or better, 
perhaps, a conceptual enterprise has 
derived from creditors of various kinds and 
proprietors, and, on the other, the various 
ways in which those “funds” have been 
embodied with varying degrees of per- 
manence by or on behalf of the enterprise. 


[* RECENT article A. B. Carson! argues 


1A. B. Carson: A “Sources and Application of 
Funds,” Philosophy of Financial Accounting. ACCOUNT- 
ING Review, April, 1949. 
* Op. cit., p. 170. 


If the funds statement is to be ex- 
pounded on a coherent basis, it is necessary 
to have a concept of funds which will prove 
satisfying in all cases. Such concept, it is 
submitted, does not at present exist. In the 
article cited above, the author points out 
that the earlier concepts of ‘‘resources”’ or 
“values” as used by William Morse Cole 
and H. A. Finney have been supplanted 
and that “over the years . . . the emphasis 
has shifted until, at the present time, most 
(though not all) writers and practitioners 
consider funds to be net working capital 
or net current assets.’* In a footnote he 
points out that some writers suggest that 
in the strictest sense “funds” should be 
regarded as cash. The suggestion advanced 
in the present article is that the “shift in 
emphasis” has been in the wrong direction 
and that the earlier concepts were more 
cogent, more satisfying and more rational. 

Consider the balance sheet once again. 
It is only in the simplest of cases that it 
can be contended that the “funds” con- 
tributed by creditors and proprietors have 
been cash or even net working capital or 
net current assets. A creditor from whom 
plant is purchased provides a non-current 
asset, and to postulate‘ that he provides 
cash which is immediately re-loaned to the 
purchaser on open account appears to slap 
facts in the face. But the plant 7s an em- 
bodiment of values, and ‘‘funds” are none 
the less provided by the creditor. Or take 
the case of a partner who increases his 
proprietary interest in the firm of which he 
is a member by contributing, not (or not 

3 Op. cit., p. 159. 

4 As Roy A. Foulke appears to do in “Practical Fi- 


nancial Analysis” (McGraw-Hill Book Co. Inc., 1950). 
See p. 472. 
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only) cash resources, but (say) an auto- 
mobile. Surely he has contributed “funds” 
in terms of the funds statement, but not a 
current asset. For purposes of presentation 
in the funds statement, the contribution 
might in this case be set off against the 
application of funds, but the transaction 
should be included. 

The balance sheet, however, is in most 
cases only approximately a statement of 
funds received and applied, for it is, under 
present conditions, a product of the 
process of matching revenue with charges 
against revenue, and there are certain 
‘“non-fund” charges which are properly 
made in order to determine periodic profit 
which are reflected in balance sheet items. 
The typical case is cost-allocation of long- 
term assets (i.e., depreciation), but there 
are others, both of a charge and a revenue 
nature, such as charges for doubtful debts, 
provision for discount receivable, and so 
on, which in the usual textbook treatment 
have to be added back to or deducted from 
the net result in the funds statement. 

We can consider this position in the fol- 
lowing way. The purpose of the revenue 
statement is to determine the net result of 
activities of an enterprise for a given 
period by taking into account revenue (in a 
“gross” rather than a “net” sense) from all 
sources, so long as it is appropriate to the 
enterprise for the period under review, and 
setting against it charges of all kinds so 
long as they are similarly appropriate. (It 
is recognized that many people think of 
the word “revenue”’ in the sense of return 
on an investment; perhaps, to them, a 
neutral word like “incomings” which has, 
in current literature at least, few, if any, 
complicating connotations, would express 
my present meaning more aptly; “reve- 
nue,” however, is retained here because of 
its familiarity, but with the caution that 
it has the rather general sense of “in- 
comings.’’) Not all the revenue or charges 
necessarily involve “funds” (whether de- 
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fined as “cash” or “‘resources”’) during the 
given period. Hence we may express the 
revenue statement in the form of an equa. 
tion: 


(1) Net Profit= Revenue which produces 
funds+Revenue which does not pro. 
duce funds—(Charges which involve 
funds+Charges which do not involve 
funds). 

From this, the further equation may be 

derived: 

(2) Net Profit— Revenue which does not 
produce funds+ Charges which do not 
involve funds= Revenue which pro- 
duces funds— Charges which involve 
funds. 


This suggests that the adding back of 
“non-fund”’ items to net profit in the funds 
statement is in effect a part of the account- 
ant’s arithmetical working and could be 
avoided by starting with gross revenue or 
even by showing something like “Net in- 
crease in funds from trading activities,” 
which is what the right-hand side of equa- 
tion (2) represents. In the former treat- 
ment the non-fund items would be omitted 
altogether, while in the latter they could 
be shown in a schedule which would repre- 
sent in fact a working paper. 

The following simplified example of a 
revenue statement will serve to illustrate 
this proposition (see next page). 


Compare this with a typical textbook 
treatment which would probably be pre- 
sented somewhat along the following lines: 


£36,000 
Add Charges not requiring funds: 
Depreciation of Salesmen’s Cars.. 1,000 
Depreciation of Office Equipment . 500 
Bad Debts written off........... 500 
Doubtful Debts provision....... 400 
2,400 
Net funds derived from trading operations... £38,400 


Surely this is but a device to arrive, by 
means of a short cut, at a significant 
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Revenue Statement for Year ended 31st December, 19— 


Less Cost of Goods Sold.... 


Gross Profit. 


Varketing Expenses 
Advertising. . 
Sales Salaries. . 
Sales Expenses ui 
Depreciation of Salesmen’s Cars 


Administrative and General Expenses 
Office Salaries... 
Office Expenses... .. 
Depreciation of Office Equipment... 


Finance and Credit Expenses and Losses 
Bad Debts written off.... 
Doubtful Debts provided against 
Interest Paid. 


Total Operating Expenses... 


Non-Operating Revenue 
Dividends Received... 


Net Profit.... 


Excess of funds derived over funds applied in trad- | 
ing operations. . 


Funds 


Funds 
£ £ Derived A pplied 
£ £ 
100,000 | 100,000 | 
47,000 | | 47,000 
53,000 | 
| | 
3,000 3,000 
4/000 4/000 
2000 27000 
1,000 | 
| 
10,000 | | | 
2,000 | 2,000 
3,000 | 3,000 
500 | | | 
5,500 | | | 
| 
500 | 
1,500 1,500 
2,400 
| 
17,900 | 
35,100 | 
| 
900 900 | 
36,000 
100,900 | 62,500 
62,500 | 
| 38,400 | 


figure which is essentially derived by 
analysis of each item in the revenue state- 
ment. 

Now when we come to look at the “non- 
fund” items a little more closely, we see 
that they represent internal adjustments, 
“book entries’ which do not reflect tran- 
sactions between our enterprise and any 
outside person or enterprise in the period 
under review. There is, in respect of them, 
no exchange of values during the period to 
which the funds statement relates. From 


this point of view, accountable events may 
be classified in two categories—(i) external 
transactions and (ii) internal operations, 
the former being “dealings between an 
undertaking and other persons” and the 
latter “happenings within the undertaking 
not affecting relations with other per- 
sons.”® The suggestion now made is that 


5 This distinction is drawn by A. A. Fitzgerald. See 
“Analysis and Interpretation of Financial and Operat- 
ing Statements” (Butterworth & Co. (Aust.) Ltd. 
1947), p. 20. 
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the former are events in which funds are 
involved, while the latter comprise the 
non-fund events. 

The non-fund items included in the 
above example are typical. Take, for in- 
stance, the case of depreciation. When a 
long-term asset is bought there is clearly 
an exchange of values between two ac- 
counting entities, and the transaction is 
included in the funds statement of the ac- 
quiring enterprise at the time of purchase 
as an application of funds. But thereafter 
there is no further transaction entered into 
with any other accounting entity unless 
and until the asset is sold, at which point 
(of time) the sale proceeds enter into the 
funds statement as a source of funds. In 
the intervening period, any charge made 
for depreciation is an attempted allocation 
of cost made within the enterprise, that is, 
an internal operation, an example of 
“happenings within the undertaking not 
affecting relations with other persons.” 
Hence depreciation is excluded from the 
calculation of funds either made available 
or applied in any given period. A little 
reflection will show that if we consider two 
enterprises identical in all respects except 
one, namely, that one makes a regular 
charge for depreciation of long-term assets 
while the other makes no such charge, the 
funds statement prepared for the period 
between acquisition of the long-term assets 
and their disposal will be identical in 
effect. Taking even the traditional treat- 
ment, in the former case the depreciation 
charge would be added back to net profit, 
while in the latter, although there is no 
charge for depreciation to be added back, 
the net profit itself would be equal to the 
figure of net profit plus depreciation of the 
former. 

It may be argued that depreciation, 
being part of the cost of assets which are 
exchanged for other assets, thereby enters 
into an exchange of values. The answer to 
this proposition is that, while indeed de- 
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preciation may be taken into consideration 
as an element in fixing the price at which a 
commodity is sold, the transaction be. 
tween a given enterprise and another ac. 
counting entity takes place at the point of 
sale at a selling price which may or may 
not recover all the costs involved in the 
production of the commodity, whether 
they be labour, material, indirect expenses, 
office expenses, depreciation, interest, or 
any other. Of course depreciation “enters 
into” an exchange of values, if by the 
phrase “enter into” we mean “‘is or may be 
admitted into the arithmetical calculations 
of cost of selling price’’; but so may almost 
anything else be included—imputed in. 
terest, profits, sales tax, income tax, divi- 
dends, transfers to reserves, transfers to 
sinking funds, etc.,—if we are so minded. 
The real point at issue here is that a trans- 
action takes place between one enterprise 
and another at the time of sale at an ob- 
jective, measurable and agreed selling 
price. The selling price may cover all 
known and expected costs and losses (so 
far as they may be ascertained) and in 
addition a handsome return for present 
and prospective shareholders; on the other 
hand, if there has been an error in calcula- 
tion, the selling price may be insufficient 
to cover direct material costs. 

Turning to the case of bad debts, the 
writing off of a debt as bad is an exercise of 
judgment, a recognition of a bad bargain. 
The debt is incurred as a result of a trans- 
action between two accounting entities— 
at the time of sale—and as such enters into 
the funds statement of the vendor as a 
source of funds. Subsequently (and it may 
be the next day or it may be upon the final 
winding up of the enterprise) evidence ac- 
crues to convince somebody with the 
requisite authority that the accounting 
records should reflect a position which may 
have been obvious to somebody else (the 
debtor, in particular, but often others as 
well) much earlier. Indeed, the debt may 
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never be technically written off, though 
never collected.® 

There are, indeed, a few cases in which 
the writing off of a bad debt may be the 
reflection of a specific agreement between 
debtor and creditor, and in these cases it 
may be feasible to regard the incidence of 
had debts as a transaction involving funds. 
In most cases, however, it is an internal 
operation, and there is no exchange of 
value between different accounting en- 
tities apart from the original creation of 
the debt. If bad debts are regarded in this 
way, a corollary is that the application of 
funds incident to increasing debtors is 
measured by the gross increase in debtors 
(that is, the difference between debtors at 
the beginning and at the end of a period 
before bad debts are taken into account 
in each case). For example, if debtors at 
point 1 are £2,000 and at point 2 £3,500 
after writing off bad debts £200 in the in- 
tervening period, the present treatment 
would regard the £200 as a non-fund item, 
and the application of funds to increasing 
debtors as £1,700, which represents the 
net effect of the transactions (sales, cash 
| receipts, etc.) between the enterprise and 

its debtors. 

The case of doubtful debts is analogous 
to that of bad debts, with even less specific 
reference to actual debtors. Here all that is 
known is that it is likely, in the light of 

| previous experience, that some of the 
| debtors will not pay their accounts in full, 
| and an amount is calculated according to a 
formula of judgment and experience (for 
example, a proportion of accounts receiv- 
able at a given date or a percentage of sales 
made during a period) which is brought to 
account for the purposes of (a) matching 
each period’s charges with its revenue, 


* While looking through some century-old accounting 
records recently, I came across the following illuminat- 
ing remarks noted against debtors’ balances which were 
not met: “Loss through having a lunatic discharged”; 
“Bolted”; ““Absconded.” The balances themselves were 
not written off in accordance with modern accounting 
procedure, but the effect was obviously the same. 
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and (b) reducing debtors to an estimated 
realizable value, without, in most cases, 
reference to specific accounts receivable. 
The creation of a provision against doubt- 
ful debts is even more an internal opera- 
tion dependent upon the exercise of 
judgment than the writing off of bad debts, 
and hence is even more clearly a non-fund 
item. 

Other non-fund items will similarly, I 
think, be found on analysis to be internal 
operations not involving transactions with 
other persons or enterprises. 

This brings us directly to the essential 
consideration of the concept of funds, and 
the following proposition is submitted: 

The term “funds” in the context of a 
statement showing sources and application 
of funds is intended to indicate a notional 
concept equivalent to the flow of resources 
which is expressed in the transactions of a 
notional accounting entity with other en- 
tities. 

What it is desired to emphasize here and 
what appears to be often overlooked is the 
dynamic character of “funds.” If funds are 
regarded as cash or working capital or 
current assets, a pool available in some 
quantity at any given point of time is 
strongly and perhaps inevitably suggested. 
But the fact that all funds derived during 
a period have been applied somehow during 
the period suggests that there is never any 
pool of funds, but rather that the proc- 
esses of derivation and application are 
simultaneous. From this point of view the 
balance sheet becomes a by-product not 
only of the process of matching revenue 
and charges, but also of the flow of re- 
sources; at one and the same time it is 
integrally related to the revenue state- 
ment and the funds statement, which are 
the representations of those dynamic 
processes. Thus, while the revenue state- 
ment is a financial summary of the ac- 
tivities of an enterprise over a period, in 
the presentation of which the process of 
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matching revenue for the period with 
charges against that revenue is em- 
phasized, the funds statement is likewise a 
financial summary of the same activities, 
but by emphasizing changes in balance 
sheet items it exhibits these activities in a 
different light, and makes it possible to 
express the balance sheet items in a dy- 
namic rather than a static sense. Looked 
at in this way, the funds statement is 
complementary rather than supplementary 
to the revenue statement and balance 
sheet; it is, equally with them, an expres- 
sion of the double entry recording pro- 
cedure. 

The point can be illustrated in a techni- 
cal manner by taking a few simple ex- 
amples of transactions. The following 
treatment is not advocated as a practical 
technical procedure but rather as a method 
of analysis. 

Take the case of a capital contribution 
by the proprietor of a business, normally 
recorded by a debit to cash and a credit to 
proprietor’s capital. In order to account 
for the funds involved this would be ex- 
panded into two entries: 


(a) 1 Funds Dr. 
To Proprietor’s Capital 
(a) 2 Cash 


To Funds 


The first of these entries records a source 
of funds, the second an application. If the 
contribution were (say) an automobile, 
the first entry would again be made, but 
instead of the second we would have the 
alternative entry: 
(a) 2a Automobile 
To Funds 


Dr. 


Or take the case of sales on credit and 
subsequent payment. The entries would 
be: 


(b) 1 Funds 

To Sales 
(b) 2 Debtors 

To Funds 
(c) 1 Funds 

To Debtors 
(c) 2 Cash 


To Funds 
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Or purchases of merchandise: 


(d) 1 Funds Dr. 
To Creditors 
(d) 2 Purchases 
To Funds 
(e) 1 Funds Dr. 
To Cash 
(e) 2 Funds 
To Discount Received 
(e) 3. Creditors 


To Funds 


The number of illustrations could be 
increased ad. lib., but the foregoing 
should be sufficient to demonstrate the 
point at issue. 

The position thus reached is close to 
that adopted by W. M. Cole and quoted 
by A. B. Carson: “Double entry, then, 
means not that each transaction is entered 
twice, but only that each transaction is 
entered from a double point of view—cause 
and effect, or source and destination,’”’ but 
it differs from the point of view adopted by 
the latter inasmuch as it is not necessary 
and, indeed, not proper to “assume that 
the only purpose of financial accounting is 
to keep a record of working capital,” 
nor that “if the working capital fund is 
thought of as a ‘reservoir’ in the flow of 
funds process, the concept gains clarity.” 
On the contrary, the suggestion here is 
that there is never, at any point of time, 
any balance in the “funds” account no- 
tionally suggested by the above entries; 
there is never any “reservoir” of funds. 
Consideration of the above entries suggests 
further that the total flow of funds is 
measurable by the totals of debit and 
credit which would appear in the “funds” 
account; that is, the sum total of funds is 
equal to the total of values involved in 
external transactions over a period. Hence 
funds statements which show net profit or 
net increase in funds from trading ac- 
tivities as a source of funds cannot show 
the total, but only a net balance of funds 


7 Op. cit., p. 166. 
8 Ibid. 
Ibid. 


as il 
preci 
To 
prec’ 
But 


10 ] 


deriv 
Tl 
A.B 
have 
clusi 
time 
woul 

= 


| be 
oing 


the 


Is 
ime, 
no- 
ries; 
nds. 
rests 
is 
and 
ids” 
1s is 
d in 
ence 
it or 
ac- 
how 
inds 


The Funds Statement Reconsidered 491 


derived and applied during a period. 

This approach does, however, reinforce 
A. B. Carson’s view that debits and credits 
have a funds significance; but not his con- 
clusion that ‘‘certain things that are some- 
times recorded in the formal accounts 
would seem to have no place.’ He cites 
as instances the recording of asset ap- 
preciation and creation of surplus reserves. 
To these may be added charges for de- 
preciation, doubtful debts and the like. 
But these can be recorded in the ordinary 


10 Ibid., p. 169. 


way, which would clearly identify them as 
events not involving funds. 

Finally, the above approach appears to 
clear up a difficulty which many people, 
including, especially, students, experience, 
namely, that of conceiving a decrease of 
cash as a source of funds and an increase 
as an application, for, if the conceptual 
nature of funds is accepted, there remains 
no ground for confusion between “funds” 
and “cash.” To eliminate all possibility of 
confusion, perhaps a new term altogether 
is needed to express the concept. 
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HISTORICAL COSTS VS. DEFERRED 


COSTS AS BASIC CONCEPTS FOR 
FINANCIAL STATEMENT 
VALUATIONS 


ABE L. SHUGERMAN 
Associate Professor, Western Reserve University 


NE OF THE most fundamental of all 
() accounting concepts is the use of 

historical costs as a basis for 
financial statement valuations, and the 
doctrine is so well entrenched that it is 
practically universally used in present day 
statement preparation. Such a predomi- 
nance in professional practice seems to in- 
dicate that the doctrine of historical costs 
has virtually removed itself from the arena 
of inquiry and debate—at least, as far as 
practicing accountancy is concerned. This 
is unfortunate, because important tradi- 
tional tenets in any profession should be 
subject to constant study and re-appraisal. 
Such tenets form the cornerstone founda- 
tion of a profession, and therefore every 
effort should be made to assure their 
soundness through the medium of exhaust- 
ing inquiry and re-appraisal. Thus, for 
example, recent developments in physics 
have shown how some of the traditional 
premises in that field have had to be 
modified as a result of new discoveries; 
and accounting concepts, too, should al- 
ways be amenable to change where a 
change is needed to reflect new develop- 
ments. 

Specifically speaking, historical costs 
affect both the Balance Sheet and the 
Statement of Profit and Loss; and each of 
these two statements accordingly will be 
considered separately. 


HISTORICAL COSTS AND THE 
BALANCE SHEET 


As far as the Balance Sheet is concerned, 


the historical cost theory is somewhat of 
an accounting embodiment of the notion 
that something is worth what has been 
paid for it. Such an approach, then, makes 
no provision for the effect of a prudent or 
imprudent purchase, or changes that have 
occurred in price levels since the asset was 
originally acquired. For example, someone 
perusing a Balance Sheet would be ap- 
prised of how much an asset actually costs, 
but he would not necessarily know whether 
such an outlay was truly representative of 
the asset’s value at current price levels. 
Depreciation adjustments, of course, are 
ordinarily made, but these adjustments 
still do not remedy the situation of a 
variance between an asset’s initial cost and 
the present price index. For, where de- 
preciation is taken (as it should be in any 
wholesome accounting calculation) the 
depreciation is still based on the original 
historical cost, and such a cost is accepted 
as the premise for these depreciation cal- 
culations. Under such a method of com- 
putation and reasoning, the depreciated 
book value of an asset does not necessarily 
reflect accurately current price levels; 
since, in any reasoning process, the result 
reached can be no more reliable than the 
original premise accepted. 

Historical costs, though, have one very 
important utility, and this one distinct 
advantage has undoubtedly been the com- 
pelling reason for their continued wide- 
spread use. Thus, the historical cost basis 
is presumably established only after an 
“arm’s length” negotiation that takes 
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place at the time the asset is acquired. 
Under such circumstances, the bargaining 
process will tend to fix a value that roughly 
approximates price levels at that time. 
Once fixed, the value thusly established 
remains stable; and it can thereby be 
seen that whatever shortcomings historical 
costs may have, they at least are generally 
fixed by a bargaining process. To many, 
this is much more desirable than a system 
whereby values are shifted according to 
the subjective optimism or pessimism of 
someone charged with the responsibility of 
deciding upon the amount of the value. 

Facing the issues realistically, then, the 
proponents of historical cost values realize 
the deficiencies of such a method in that it 
neither considers the original relative 
prudency of the purchase, nor does it pro- 
vide for the effects of changing price levels. 
At the same time, the proponents of his- 
torical costs contend that the ingredient of 
definiteness established by the price paid 
in the original bargain far outweighs these 
deficiencies. As in a legal proceeding, it is 
an instance of “weighing the equities,” 
and ruling according to the most meri- 
torious case. The most meritorious case, 
they contend, is with historical costs. 


HISTORICAL COSTS AND THE STATEMENT 
OF PROFIT AND LOSS 

To a degree, historical costs also affect 
the Statement of Profit and Loss, since 
depreciation is one of the elements of a 
Net Profit computation. Thus, the smaller 
the historical cost, the lower will be the 
current prorated depreciation charge (and 
the larger will be the final Net Profit). Con- 
versely, the larger the historical cost, the 
larger will be the current depreciation 
charge (and the smaller will be the final 
Net Profit). The extent of the potential 
impact of historical costs will be deter- 
mined, then, by the relative size of the 
depreciation expense that must be con- 
sidered in the final Net Profit computation. 
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It can thereby be seen that in a situation 
where depreciation forms a large propor- 
tion of the total expense, the profitability 
or unprofitability of the enterprise will 
largely be determined by the amount of 
the depreciation expense involved. On this 
basis, an original large historical cost may 
easily result in a very small profit (or 
possibly a loss) even though the managerial 
and sales efficiency are excellent. This 
condition occurs because the large capi- 
talized cost naturally results in a large pro- 
rated current depreciation charge. Under 
such circumstances, current profits are 
often controlled by the amount of the 
original cost of depreciable assets, rather 
than by the current managerial and sales 
efficiencies. 

It should be emphasized again, though, 
that the potential effect of such deprecia- 
tion charges will vary according to the 
amount of the depreciation expense that 
enters into a final Net Profit computation. 
The problem is not a serious one where 
this charge is merely nominal; but it can 
be quite disturbing where the amount of 
the depreciation reaches large proportions. 


DEFERRED COSTS AND THE BALANCE SHEET 


Under the deferred cost approach, 
values expressed in the accounts are re- 
garded merely as deferred future costs. 
Thus, over a period of years these assets 
are depreciated by expense-debits to Net 
Profit in the years during which they are 
used. Values presently appearing in the 
accounts, accordingly, can be regarded as 
lump sum representations of what will 
have to be charged off during future 
accounting periods. 

Where the deferred cost theory is im- 
plemented, it is arguable that Balance 
Sheet costs should express what an asset’s 
services would cost if they were procured 
at the present price levels. Therefore, the 
asset values themselves should be ex- 
pressed at values indicative of the current 
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price index; and, where asset values dis- 
agree with such a level, accounting 
adjustments become necessary to eliminate 
this variance. By following such an out- 
look, the proponents of the deferred cost 
theory contend that asset values should 
realistically reflect current price levels; 
and that anyone interested in using a 
financial statement is more interested in 
present day conditions than outmoded 
historical facts. There is, of course, a tone 
of merit to such contentions. 


DEFERRED COSTS AND THE STATEMENT 
OF PROFIT AND LOSS 


As indicated above, the deferred cost 
theory propounds the notion of adjusting 
asset values to conform with existing price 
levels. Where this is done, the depreciation 
expense is likewise varied each time such 
an adjustment is made; since the exact 
amount of the pro-rated depreciation is 
controlled by the recorded value of the 
asset being depreciated. 

In substance, then, the deferred cost 
theory seeks to have the effect of stating 
current costs (and profits) at the amount 
that they would appear if assets had been 
purchased at current price levels. In so 
doing, the Statement of Profit and Loss 
seeks to serve as an indicator of current 
managerial and sales efficiency; and the 
distorting effect of past asset purchases 
(at prices varying from current price 
levels) is accordingly removed. However, 
the same objection applicable to the use 
of deferred costs in connection with the 
Balance Sheet applies with equal force to 
the Statement of Profit and Loss. Thus, 
where the asset values become subject to 
variations by mere accounting entries, 
the depreciation expense deductions (and 
ultimately Net Profits themselves) be- 
come amenable to a similar manipulation. 
This is a serious objection, and it is one 
that is difficult to overcome. 
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REPLACEMENT OF ASSETS 


There is, finally, the one remaining 
question to be considered relative to the 
replacement of assets. 

Too often, the problem of valuation 
(and depreciation) becomes so entwined 
with the problem of asset replacement 
that the impression is left that these two 
problems are inseparable. This confusion 
is unnecessary, and it should be quite 
properly avoided. Thus, if additional cash 
is needed to purchase asset replacements, 
the solution should be met by some sort 
of financial administration that will assure 
the availability eventually of this cash. 
It can be met, for example, by the creation 
of a replacement fund, a surplus reserve, 
or both. In either event, though, the 
problem of financial management should 
not be allowed to confuse the valuation 
theories applicable to the assets them- 
selves. 


CONCLUSIONS 


Quite commonly, where two alternative 
procedures each have compensating ad- 
vantages and disadvantages, it is possible 
to design a procedure that will combine 
them so as to amalgamate their advan- 
tages and eliminate their. undesirable 
features. Fortunately, such a process is 
possible in the conflict between historical 
costs and deferred costs concepts. 

Since each theory has its obvious merits, 
there is much to be said for preparing two 
separate sets of statements, with one set 
being predicated on historical costs and 
the other being based on the deferred cost 
concept. Or, single statements could be 
prepared with two distinct sets of values. 
Such a procedure would have the salutary 
effect of fuller reporting of accounting 
data, and a greater usefulness of such 
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ditional costs for vital information should 
easily be justified. There have, in fact, 
been few objections in the past to added 
accounting costs that meant a genuine 
increase in the usefulness of accounting 
information. If anything, objections for 
the most part have been lodged against 
inadequate accounting reports. For ex- 
ample, the recent history of the Securities 
and Exchange Commission has borne out 
rather convincingly the public willingness 
to pay for important services, and even a 
public demand for improvements in the 
type of services being rendered. 

The need for a dual value statement is 
not an entirely new one, since the tradi- 
tional “Statement of Affairs’ really ex- 
presses this same basic thought. However, 
the development of other dual value 
statements has undoubtedly been in- 
hibited because they represent a sharp 
departure from strict precedent, rather 
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than because these statements are either 
inherently unsound or fundamentally un- 
desirable. 

There is a good opportunity in this 
respect for leadership on the part of those 
progressive accountants who have tra- 
ditionally prided themselves in setting the 
pace for desirable innovations in account- 
ing practice. Such guidance is very much 
needed to start a trend towards preparing 
financial statements (both Balance Sheets 
and Statements of Profit and Loss) that 
will be predicated both on the historical 
cost and deferred cost theories; and it is 
hoped that this leadership will not be too 
far in the offing. In the past, accounting 
has not hesitated to forge new approaches 
where there was compelling evidence to 
warrant a change. Here, it is believed that 
a new approach is certainly needed, and 
that there is compelling evidence to justify 
it. 
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STRUCTUAL CHANGES AND GENERAL 


CHANGES IN THE PRICE LEVEL IN 
RELATION TO FINANCIAL 
REPORTING 


Joun E. KANE 
Professor and Chairman, Department of General Business, University of Arkansas 


SECTION I: INTRODUCTION 


ITHIN the past several years there 
has been no lack of discussion of 
the problem in financial reporting 
arising from price changes. Articles dealing 
with various aspects of the problem are 
too numerous to list. Yet, although many 
of these discussions have been highly 
meritorious, it appears now that no im- 
portant change in financial reporting will 
develop therefrom, inasmuch as no one 
suggestion has found favor among a suf- 
ficient number of accountants to assure 
its adoption as standard, or even as ac- 
ceptable practice.t Indeed, by the spring 
of 1950, after two years of relatively stable 
prices, interest in the problem appeared 
to be on the decline, and if a condition of 
fairly stable prices had continued for 
another year or two, it is quite possible 
that the problem would have ceased to 
have much current interest. But with 
additional fuel now being added to the 
fires of inflation, it is to be hoped that 
accountants and other experts in the field 
of business administration will continue 
to explore possibilities for improving finan- 
cial reporting in times of rapidly changing 
prices. This paper involves some probing 
of basic theoretical considerations. 
Someone has said that a problem which 
is clearly defined is already half solved. 
Herein, perhaps, lies a clue to our in- 
ability to find acceptable solutions to the 


1 A possible exception is the use of LIFO for inven- 
tory valuation purposes. However, LIFO had received 
some degree of acceptance prior to World War II. 


problem under discussion. There is reason 
to believe that the difficulties which we 
have encountered are due in part to a 
failure to clearly define the problem. 
Specifically, there has usually been a 
failure to distinguish between a change 
in the structure of prices and a change in 
the general price level. A change in the 
structure of prices involves a change in 
the prices of certain goods and services 
relative to the prices of other goods and 
services, with, therefore, a change in the 
real economic value of both sets of goods 
and services. A change in the general price 
level involves only a proportional change 
in the prices of all goods and services. If 
there is a change only in the general price 
level, this does not in itself imply a change 
in the value of any good or service, but 
does imply a change in the value of money 
and of obligations expressed in terms of a 
certain amount of money. 

It is certainly not true that this dis- 
tinction has been entirely overlooked in 
recent discussion.2 At the same time, a 
greater part of published discussion of the 
matter appears to have been predicated 
on the assumption that there is but a 
single theoretical problem involved in 
price changes, whereas in reality there are 
two distinct problems which are essentially 
quite different, and which may, therefore, 
require different solutions. 

* For examples, see the following: (1) Samuel J. 
Broad, “The Impact of Rising Prices upon Accounting 
Procedure,” The Journal of Accountancy, July, 1948; 


(2) Joel Dean, ‘Measurement of Profits for Executive 
Decisions,” THE ACCOUNTING REvieEw, April, 1951. 
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SECTION II: CHANGES IN THE 

STRUCTURE OF PRICES 
If we are dealing with only two com- 
modities, A and B, and if the price of A 
increases by ten per cent at the same time 
that the price of B decreases by ten per 
cent, we have a change in the structure 
of prices, but (assuming commodities A 
and B to be of about equal importance), 
there has been approximately no change in 
the general level of prices.’ This is equiva- 
lent to saying that there has been no 
change in the value, i.e., the general 
purchasing power of money. What can be 
said in regard to appropriate accounting 

procedures in such a situation? 


Accounting Considered to be the Art of 
Matching Actual Cost Incurred Against 
Revenue 

If accounting is to be considered rigidly 
as the art of matching costs incurred 
against revenues earned, it is clear that 
price changes of this sort should not be 
allowed to affect the accountant’s financial 
statements, except that they may very 
well be the basis of footnotes or paren- 
thetical items. In other words, under this 
basic concept of the nature of accounting, 
changes in the structure of prices should 
not be allowed to influence the amounts 
carried in the financial statements, except 
as just noted above.‘ Incidentally, it 
follows from this that if changes in prices 
are purely structural changes (i.e., if no 
change in the general purchasing power 
of the dollar is involved) such a device as 
the LIFO method of inventory costing 
can be justified only if LIFO more nearly 
represents the actual flow of goods (or 
materials) than FIFO. It must be supposed 
that from this standpoint the FIFO 


* Statistical matters such as the upward bias of com- 
posite index numbers are outside the scope of this paper. 

‘The practice of showing inventory at “cost or 
market whichever is lower” is, of course, not compatible 
with a rigid concept that accounting is only the art of 
matching cost against revenue. 
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assumption usually is more realistic than 
the LIFO assumption, and therefore is to 
be preferred. In any case, however, the 
average cost assumption can be defended 
on the grounds that at any moment it is 
frivolous to “value’’ different identical 
items at different amounts, regardless of 
differences in actual purchase prices. 

The concept with which we are dealing 
in Section II requires, of course, that 
the original dollar cost of any particular 
asset must be equal to the total dollar 
amounts charged as expense or loss on 
successive operating statements plus the 
amount at which the asset is carried on 
the current balance sheet (or plus the 
amount received thru disposition, in the 
case of assets no longer held). For assets 
which have not been disposed of, this can 
be expressed symbolically as follows: 


(1) --- E,]+B, 


where 0 represents the original dollar cost, 
E, represents the dollar amount of expense 
or loss charged during the first period, E» 
represents the dollar amount of expense or 
loss charged during the second period, 
etc., and B represents the net dollar 
amount at which the asset is carried in 
the current balance sheet. 

For assets which have been disposed of, 
the symbolic expression is as follows: 


(2) Ez) +D 


where D represents the net dollar amount 
of cash or other assets received in con- 
nection with the disposition of the asset. 


Accounting Considered to be the Art of 
Valuation 


On the other hand, if one considers 
accounting to be the art of valuation, 
equations (1) and (2) above are not 
necessarily valid. If there have been 
changes in the structure of prices, which 
have been recognized in the accounts, the 
original dollar cost of any particular asset 
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will not necessarily equal the total dollar 
amounts charged as expense or loss on 
successive operating statements plus the 
dollar amount at which the asset is carried 
in the current balance sheet (or plus the 
net dollar amount received thru disposi- 
tion of the asset). In the place of equations 
(1) and (2), we have the following: 


(3) --- 


where R represents an upward ‘“‘revalua- 
tion” of the asset; 


(4) --- E,’)—R|+D. 


B’ in equation (3) and some of the E£’s 
in equations (3) and (4) will presumably be 
different dollar amounts from B in equa- 
tion (1), and some of the corresponding 
E’s in equations (1) and (2). 

As in the case of equations (1) and (2), 
the symbols within the brackets represent 
the net charge (or credit) against the net 
worth (including revaluation 
surplus or reserve) resulting directly from 
the ownership and use of the asset. 

Now in the case of equations (1) and 
(3), since B may be different from B’, 
the amounts within the bracket in the two 
equations may be different, which is to 
say that during the useful life of the asset 
the net effect on total surplus may be 
different if one is accounting for values, 
as compared with the net effect when one 
is accounting for costs. 

However, in the case of equations (2) 
and (4), inasmuch as D is presumably 
equal to D and 0 is equal to 0, it follows 
that the amounts in the brackets must be 
equal; ic., - - E, is equal to 
(E,’/+E,’+ E,’)—R. It is this which 
has led Gilman,’ among others, to point 
out that in the long run® revaluation of 
assets is meaningless. This proposition is 


accounts 


5 Stephen Gilman, Accounting Concepts of Profit, New 
York, The Ronald Press Company, 1939, p. 546. 

6 The term “long run” as applied to any particular 
asset is defined as being that period long enough to in- 
clude the complete charge-off or sale of an asset. 
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correct, of course, as long as one attaches 
to the term “revaluation” the meaning 
which is implied in this Section II.’ Thus, 
there is a basic theoretical conflict between 
the cost concept of accounting and the 
value concept only as regards the circum. 
stances under which it is proper to recog. 
nize income or gain.® 

In view of the attention which has been 
given to the LIFO concept during the past 
five years, it may be appropriate to digress 
again, and to point out that under a value 
concept of accounting the LIFO pro- 
cedure can not be regarded as having 
much merit.’ As is well recognized, the 
LIFO procedure does not result in the 
use of current values on the balance sheet, 
but on the contrary will often result in 
figures which are less indicative of current 
values than will the FIFO or average cost 
procedure. Furthermore, if under a value 
basis of accounting a distinction is being 
made between realized and unrealized 
profit, the use of LIFO will distort this 
division of profit. Thus, when only changes 
in the structure of prices are involved, 
under a value basis of accounting as well 
as under a cost basis, LIFO can be con- 
sidered as theoretically superior to FIFO, 
only if LIFO more closely approximates 
the physical flow of goods (or materials). 


SECTION III: CHANGES IN THE 
GENERAL PRICE LEVEL 


An entirely different problem is posed 
if, instead of a change in the relative 
prices of various goods and services, there 


7 However, as will be pointed out in Section III, it 
does not follow that a restatement of the dollar amount 
at which assets are carried on the financial statements 
is, in the same way, meaningless in the long run. See 
footnote 14. 

§ This statement is not intended to minimize the im- 
portance of the practical differences arising from an at- 
tempted application of the two concepts. 

® Except that under a value concept of accounting 
LIFO might be used, together with revaluation of the 
balance sheet inventory amount, to some rough ad- 
vantage if one is attempting to distinguish between 
“operating” and “speculative” profit or loss. However, 
this distinction is not usually made. 
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is occurring only a change in the general 
purchasing power of money. Such would 
be the situation, for example, if all prices 
were increasing by exactly ten per cent a 
year. In a real sense, there would be no 
discrepancy between original cost and 
market value. Various goods and services 
would always “exchange against each 
other” at the same rates. Therefore in a 
real sense, the question as to whether 
accounting should be the art of “‘account- 
ing for costs,” or the art of “accounting 
for values’”’ would cease to be of sig- 
nificance and would become a matter of 
terminological preference, inasmuch as in 
real terms (depreciated) cost and value 
would always be equal. This is to say 
also that the conflict concerning the proper 
occasion for the recognition of revenue 
would cease to be of significance. 

Under these assumptions, then, the 
question is not whether we should account 
for costs or account for values, but 


whether we should account for nominal,. 


dollar cost (value) or for real, economic 
cost (value).!° In order to distinguish 
between these two concepts, the former 
might be referred to as the original dollar 
cost concept, while the latter might be 
referred to as the original real cost con- 
cept. What is being called here the original 
dollar cost concept is equivalent, of course, 
to what has often been referred to simply 
as the original cost, or historical cost 
concept. 

It is outside the scope of this paper to 
illustrate a process of conversion of original 
dollar cost figures to an original real cost 
basis.!! However, it should be emphasized 
that if the original real cost concept is 


‘0 Tn other words, the question is whether we should 
recognize changes in the common unit of measure of 
both cost and value. 

" The most complete description of such a process is 
found in H. W. Sweeney’s, Stabilized Accounting, New 
York: Harper and Brothers, 1936. Other less detailed 
Suggestions have appeared from time to time. The 
author of this paper has devised and experimented with 
a procedure which differs from Sweeney’s procedure in 
some theoretical and practical aspects. 
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adopted, all items on the profit and loss 
statement, the statement of surplus, and 
the balance sheet (net worth items in- 
cluded) should be converted.” In the 
case of a business entity preparing original 
real cost statements for the first time one 
of the following general rules of conversion 
would usually be applicable to balance 
sheet items: 

(1) In the case of non-cash items other 
than claims and debts expressed in terms 
of a certain number of dollars, in order to 
adjust to an original real cost basis, the 
amount that would appear on an original 
dollar cost balance sheet should be in- 
creased (decreased) proportionately to the 
increase (decrease) in the price level be- 
tween the date of acquisition (or other 
type of transaction) and the balance sheet 
date. 

(2) In the case of cash and of claims and 
debts expressed in terms of a certain 
number of dollars, a balance sheet pre- 
pared on the original real cost basis will 
show an amount identical with the 
amount that would appear on an original 
dollar cost balance sheet. However, a loss 
(gain) on the item should be recognized 
on the Statement of Profit and Loss, such 
loss (gain) being equal to the amount of 
the item multiplied by the percentage 
change in the price level between the date 
of acquisition of the claim and the date 
of the statement. The loss (gain) should 
be divided appropriately between loss 
(gain) during the current period, and 
adjustment to beginning surplus.” 

For example, if a claim of sixty dollars 
is received when the price level is one 

” Tf it were decided that financial statements should 
be based upon the original real cost concept, it would 
nevertheless probably be found desirable to maintain 
the financial records of a business entity on an original 
dollar cost basis. In fact, it might be found most con- 
venient to prepare financial statements first on an 
original dollar cost basis, after which the amounts 
would be converted to an original real cost basis. It 
might be desirable to exhibit original dollar cost state- 
ments along with original real cost statements. 


18 These rules will result in a balance sheet expressed 
in terms of the price level at the balance sheet date. 
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hundred per cent of some base level, and 
if the price level later rises to one hundred 
ten, the economic loss arising from holding 
that claim during the intervening period 
is sixty dollars multiplied by ten per cent, 
or six dollars. This can be proved by 
considering that one must have sixty-six 
dollars when the price level stands at one 
hundred ten in order to have general 
purchasing power equivalent to sixty 
dollars when the price level stands at one 
hundred. 

In the case of nominal accounts, if a 
general price increase (decrease) occurs 
between the time of incurring a certain 
portion of expense, or the time of earning 
a certain portion of revenue, and the time 
of preparing the financial statements, the 
portion of expense or revenue so involved 
should be increased (decreased) propor- 
tionately to the increase (decrease) in the 
price level occurring during the same 
interval of time. The same rule applies 
to the dividends paid account. 


SECTION IV: THE ACTUAL PROBLEM 


In an actual situation involving con- 
siderable changes in prices, it is likely 
that there will be changes both in relative 
prices and in the general level of prices. 
To say the least, one can confidently ex- 
pect that important changes in the general 
purchasing power of the dollar will be 
accompanied by changes also in the real 
value (relative prices) of many goods and 
services. If, as a result of these price 
changes, one wishes to adjust financial 
statements, one ought first to consider 


44 Tt is interesting to note that the change, as de- 
scribed above, in the dollar amount at which assets are 
carried is no longer “meaningless in the long run” in 
quite the same sense as in Section II. Thus, adapting 
the equations shown in Section II, if the general price 
level changes predominately in one direction, 

(5) ... +B"; 
(6) E,'')\—R" +B"; 


where E;’’, E2’’, etc. continue to represent the dollar 
amount of expense or loss charged on successive operat- 
ing statements, 
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whether he wishes to adjust for the effect 
of changes in the real value of certain 
goods and services, or whether he wishes 
to adjust for changes in the general 
purchasing power of the dollar, or both. 

If it should be decided to adjust only 
for changes in the real values of assets, 
it must first be determined to what extent 
the real values of assets have changed. If 
the general price level has changed at the 
same time that the real value of a par- 
ticular asset has changed, the entire dif- 
ference between depreciated original dol- 
lar cost and current dollar value would 
not represent change in real value. For 
example, if an asset which has a depreci- 
ated original dollar cost of one hundred 
dollars, is now found to have a depreciated 
current dollar value of two hundred dol- 
lars, and if the general price level has 
increased by fifty per cent since acquisition 
date, fifty dollars of the increase in the 
dollar value of the asset reflects an increase 
in the real value of the asset, while the 
remaining fifty dollars of the increase 
reflects only the decline in the value of the 
dollar. Simply to state the conditions of 
this assumed case makes it rather obvious 
that neither accountants nor business 
executives are likely to be enthusiastic 
about financial statements which are 
adjusted only for changes in the real value 
of particular assets, if important changes 
in the general price level have occurred 
concurrently with changes in the real value 
of the particular assets. However, this 
procedure should be recognized as a 
theoretical possibility. 

More important, however, is the pos- 
sibility of adjusting for changes in the 
general purchasing power of the dollar 
without adjusting for changes in the real 
value of any particular asset. As implied 
in Section III, this can be accomplished 
by the use of a general price index. It is 
probably true that what is usually more 
desired by business executives in times of 
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rapidly rising prices are financial state- 
ments which are adjusted for changes in 
the general purchasing power of the dol- 
ler, rather than statements which are 
adjusted for changes in the real value of 
particular assets. And from the standpoint 
of accountants, statements which are 
adjusted only for changes in the general 
purchasing power of the dollar would not 
in a real sense constitute a departure from 
a historical cost basis of accounting, and 
would, therefore, not involve the lack of 
objectivity which follows from the adop- 
tion of a value basis of accounting. Also 
the commonly employed test of income 
realization is compatible with the concept 
of adjusting only for changes in the general 
purchasing power of the dollar. 

In addition to adjusting for either 
changes in the real value of particular 
assets or changes in the general purchasing 
power of the dollar, it is theoretically 
quite possible to adjust for both type of 
changes. The use of current dollar market 
values or dollar replacement cost has the 
effect of accomplishing this for the par- 
ticular assets concerned, without, however, 
recognizing the loss or gain on cash, 
receivables, and payables. But ignoring 
for the moment this deficiency, to be 
fully meaningful, an upward revaluation 
of a particular fixed asset to the dollar 
replacement cost figure should be recorded 
in such a way as to distinguish between 
that part of the upward revision which 
reflects an increase in the real value of the 
asset, and that part of the upward revision 
which reflects a decrease in the general 
purchasing power of the dollar. Sight 
should not be lost of the facts that an 
increase in the real value of an asset and 
a decrease in the general purchasing 
power of money are entirely different 
economic developments, that they may 
arise from entirely different and diverse 
causes, and that they may have different 
and diverse effects upon a business entity. 


To fail to distinguish between these two 
developments may add opscurity rather 
than clarity. Inasmuch as the replacement 
cost basis of asset valuation, as it is 
usually described, does not involve this 
distinction, it is theoretically defective if 
changes in both the real value of the asset, 
and the general purchasing power of 
money have occurred. 

It is not possible in this paper to com- 
pare in any detail either the techniques 
which might be involved, or the results 
which might be obtained from the various 
bases of adjustment mentioned in this 
section. However, the following table 
shows different possible results in the case 
of a hypothetical corporation whose only 
asset is a non-depreciable fixed asset. The 
assumption is made that the asset orig- 
inally cost one hundred dollars, and that 
its current market value (or replacement 
cost) is two hundred dollars. It is also 
assumed that the selected index of general 
prices has risen from one hundred to one 
hundred fifty between the acquisition 
date and the current date. The capital 
stock is considered as having been sold 
for one hundred dollars on the same day 
that the asset was purchased. No other 
transactions have occurred. 

Column 1 shows a balance sheet pre- 
pared on the original dollar cost basis. 
Column 2 shows a possible result of ad- 
justing only for changes in the real value 
of the asset; as explained above, this is 
hardly to be recommended. Column 3 
shows the result of the application of the 
original real cost concept; or, in other 
words, shows the result of adjusting for 
changes in the general purchasing power 
of the dollar, but not for changes in the 
real value of the asset. Column 4 shows 
the result of adjusting both for changes in 
the real value of the asset and for changes 
in the purchasing power of the dollar, 
with a proper distinction being drawn 
between the two. Column 5 shows a pos- 
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TABLE 1 


Tne HyPpoTHETICAL CORPORATION 
ALTERNATIVE BALANCE SHEETS* 


CuRRENT DATE 


(Col. 1) 


Assets: 

Fixed Assets $100 
Liabilities and Net Worth: 

Revaluation Surplus 


Capital Stock: 
Original Dollar Amount $100 
Price Level Fluctuation 
\djustment 


lotal Capital Stock 


Total $100 


(Col. 3) (Col. 5) 


(Col. 2) (Col. 4) 
$150 $150 $200 $200 
$ 50 $ 50 $100 
$100 $100 $100 $100 
$50 $50 
$150 
$150 $150 $200 $200 


* Column 1 figures are based upon the original dollar cost concept; 


Column 2 figures are adjusted for changes in the real value of physical assets; 
Column 3 figures are adjusted for changes in the general purchasing power of the dollar; y 
Column 4 figures are adjusted both for changes in the real value of physical assets, and for changes in the 


general purchasing power of the dollar; 


Column 5 figures are based on the dollar replacement cost concept as usually described. 


sible result of the use of dollar replacement 
cost as that procedure is usually de- 
scribed, without a distinction between 
changes in the real value of the asset and 
changes in the general purchasing power 
of the dollar. 


Perhaps the question which must be 
faced is the one raised in the title of a 
recent article by William Blackie: ‘What 
is Accounting Accounting For—Now?”" 


6 William Blackie, “What is Accounting Accounting 
For—Now?,” N.A.C.A. Bulletin, July 1, 1948. 
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SHOULD FINANCIAL STATEMENTS 


SHOW “MONETARY” OR 
“ECONOMIC” INCOME? 


DELMER P. HyLTon 
Assistant Professor, Wake Forest College 


UCH ATTENTION to the problems 

of reporting profit is evidenced 

today in accounting literature. 
Leading the parade of those who are 
demanding a change in our conventional 
preparation of accounting statements and 
the reporting of profit thereon are those 
who are charged with the responsibility 
of managing corporate enterprise. This 
group has been largely responsible for the 
adoption of LIFO inventory methods and 
is now widely urging that the cost of fixed 
assets be abandoned as the basis for the 
computation of the allowable depreciation 
charge. Both of these innovations have 
been defended with the assertion that the 
conventional methods show “dollar” in- 
come, but that such income is misleading, 
and that the adoption of some other 
method will tend to show “economic” 
or “true” income. It might be well to 
inquire into the trend as now evidenced 
and into the desirability of that trend. 
When one begins to consider ‘‘economic”’ 
income, he immediately encounters a 
baffling problem, and that problem is, 
just what is economic income, and how is 
one to measure it? It would seem logical 
at this point to consult one skilled in 
economics, an economist, and seek his 
opinion as to the meaning and measure- 
ment of “economic income.” So long as 
one consults only a single economist, he 
may get only a single answer to this prob- 
lem, but if he consults more than one such 
individual, he may well find a funda- 
mental disagreement. In other words, 
“economic income” is as yet an illusive and 
variously-defined concept, and experts in 


economics are by no means in agreement 
as to how it should or could be measured. 
An apt illustration of the difficulty en- 
countered in this concept is found in a 
recent publication of the American Insti- 
tute of Accountants.’ In this publication, 
various concepts and phases of “business 
income” are discussed, both by account- 
ants and economists, but no conclusion 
was reached, except perhaps that, at the 
very least, a lot of confusion surrounds 
this question. It might be noted that many 
of the members of the group who partici- 
pated in the discussion included in the 
above-mentioned publication, none of 
whom are presumably uneducated or 
dense, found the discussion and the pro- 
posals difficult to comprehend. Disagree- 
ment seemed to be the order of the day. 
Thus, as the very beginning, one seems to 
be stymied in an attempt to produce 
financial statements which will show 
“economic income,” for we are unable to 
find a widely accepted and useful definition 
of the term. 

As for “monetary” income, we assume, 
not as many indicate, the existence of a 
stable unit of value, but rather that 
business transactions readily and quickly 
adapt themselves to such changes as occur 
in the value of the monetary unit. Thus 
financial statements prepared on this 
basis reflect changes because of “‘inflation”’ 
or “deflation” of the monetary unit for 
all current transactions. It is acknowledged 
that long term transactions and _ long- 
lived assets do not adjust so readily to 


1 Five Monograms on Business Income and Discus- 
sion, American Institute of Accountants, N. Y., 1950. 
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such changes, although over a period of 
years the adjustment will take place. Does 
this fact warrant a change in the manner 
of preparing financial statements? Many 
are now arguing that it does. 

But, for the sake of argument, let us 
assume that economists can at some time 
agree upon the definition and measure- 
ment of “economic income.”’ If that should 
happen, would it be wise for accountants 
to attempt to show such income on the 
financial statements which they prepare? 
Many are urging now that this be done, 
even without a generally accepted defini- 
tion. Let us critically examine the argu- 
ments advanced by some in support of 
this change. 

One of the most vociferous and con- 
sistent arguments for a change in our 
depreciation procedure is that the assess- 
ment of income taxes, where depreciation 
is computed on the basis of cost, amounts 
to a capital levy against a concern when 
the dollar value has depreciated since the 
acquisition of the asset. The argument 
runs that profit in terms of dollars is over- 
stated, and thus the amount of tax based 
on such profit is larger than it should be, 
and the firm is thus handicapped in its 
attempt to replace fixed assets. If it 
appears that theoretically such a position 
is justified, let us examine the practical 
aspects of the matter. First of all, some 
suspect that the relative importance of 
depreciation in the financial statements is 
being over-emphasized. Material, labor, 
and most of the manufacturing expenses 
except depreciation are sensitive to changes 
in the value of the monetary unit. In 
manufacturing and mercantile concerns, 
labor and materials alone usually consti- 
tute the major portion of charges to cost 
of sales. Furthermore, fixed assets are not 
permanent assets. Machinery and equip- 
ment in particular are constantly being 
remodeled, repaired, and replaced, all at 
the current price level. Periods of inflation 
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of the price level are custoniarily periods 
of expanding industrial activity, which 
tends to further the process of replace- 
ment and expansion at current price 
levels. Such is the true condition of the 
fixed assets of a great many manufacturing 
establishments. It is most significantly 
true of those industries which produce a 
product with yearly or seasonal changes 
in design. These industries make up a 
large segment of the total productive 
capacity of this country. It might be noted 
also that the longer the duration of a price 
tendency, the greater becomes the adjust- 
ment to such tendency. 

But let us consider a company which 
does have a large segment of its productive 
capital invested in relatively long-lived 
assets. A public utility such as a power 
company will serve as a good example. Is 
the income of such a company signifi- 
cantly mis-stated if depreciation is taken 
on the cost of fixed assets? All do not 
believe so, for when one finds a heavy 
proportion of fixed assets to total assets, 
almost invariably he also finds funded 
debt for a significant portion of these 
fixed assets among the liabilities. The 
amount of this debt is a fixed dollar vol- 
ume, and if the value of the dollar de- 
clines, the company in effect realizes in- 
come both at the time of interest payments 
and the maturity of the debt. Such “‘in- 
come” will tend to offset the “loss” suf- 
fered because of the price increase for the 
portion of the assets purchased with bor- 
rowed money. In other words, these two 
items, almost always found together, tend 
to offset one another in the vaguely de- 
fined concept of “economic income.” This 
is true of any enterprise which finances a 
portion of its operations by the issuance 
of bonds. 

Now let us consider the problem oi 
“‘too-high”’ income taxes. It is a conceded 
axiom that “the government must have 
its revenue.”” What, then, would be the 
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eflect of granting higher depreciation rates 
during a period of inflation? It seems most 
likely that the result would simply be a 
higher tax rate on the remaining profits, 
and thus the tax-saving feature of any 
such alteration of financial statements 
would very likely be nullified. It also 
seems probable that individual tax rates 
would rise, thus penalizing stockholders 
and investors in these corporations. 

Another facet of this problem which is 
emphasized by corporate and other ac- 
countants is that the large profits now 
being reported under the “cost” method 
of depreciation lead to excessive demands 
by stockholders for the payment of divi- 
dends. Perhaps the attention of these 
individuals should be called to a long- 
used and highly-effective device to cope 
with this problem, the restriction of earned 
surplus. Thus, if the company is con- 
cretely faced with the problem of replacing 
fixed assets at higher cost in the near 
future, it seems that a restriction of sur- 
plus in the amount of the expected dif- 
ference between the cost of the old and 
the new asset would admirably serve the 
purpose of preventing unwise demands 
for dividends. It should be remembered 
that decisions concerning the continuity 
of the business and the preservation of its 
competitive position are properly those of 
management, and the accounting system 
should not be charged with the necessity 
of “automatically” assuming such re- 
sponsibility, especially when such a course 
would cause untold difficulty in the finan- 
cial statements as a whole. 

Another serious problem accompanying 
the proposed change to the reporting of 
“economic income”’ is, to my knowledge, 
as yet unanswered. For the last decade or 
more, many accountants have been con- 
cerned with making accounting statements 
more readable and understandable to the 
public. Some progress has been made in 
that direction, but to most non-account- 
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ants, statements prepared upon the objec- 
tive data of ““monetary”’ profits are still a 
puzzle, and in many instances, a subject 
of suspicion. But these statements are 
mere childs-play when compared with 
those which would result from an attempt 
to show “economic income.” As an ex- 
ample, have you ever tried to explain the 
justification for using the LIFO inventory 
method to one not familiar with account- 
ing? My experience has been that such 
individuals are confounded when they 
learn that the method admittedly bears no 
relation to the actual flow of goods in the 
transactions of the business. The typical 
attitude is, “that sounds like manipulation 
to me,” and I might add, I am not so 
certain that such is not the true picture. 
(This illustration is used, not necessarily 
as one showing “economic income,’ but 
rather as an example of what happens 
when we go contrary to objective data in 
our accounting methods.) Proponents of 
LIFO say, “educate the public,” but to 
date we have not been able to do so and 
probably shall not unless we force all to 
take a year or two of college-level account- 
ing. Skepticism, even then, will exist, and 
how much more so if we go farther in 
abandoning cost, the only objective, under- 
standable basis found to date for preparing 
satisfactory financial statements. 

To return to the subject of LIFO in- 
ventory, the rabid proponents of this 
inventory method, and they are many, 
stoutly maintain that income as reported 
under this method is “more significant.” 
In a recent article,? two widely respected 
accountants asked a very pertinent ques- 
tion, concerning the significance of income 
under LIFO, namely, “more significant 
as to what?”’ If I may, I would like to add 
another question to the one above: Can 
correct income be found by deliberately 


2 Edward Wilcox and Howard Greer, “The Case 
Against Price-Level Adjustments In Income Determi- 
nation,” Journal of Accountancy, Dec. 1950. p. 498. 
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ignoring or actually contradicting the true 
nature of a business transaction, as de- 
termined, for instance, by the flow-of- 
goods? If the answer to the question is in 
the affirmative, the door is opened to the 
subjective valuation for any and _ all 
accounts, it would seem. Can useful ac- 
counting statements come from such a 
background? 

There is at least one other potent argu- 
ment against attempting to show “eco- 
nomic” income on our financial state- 
ments, and this is that the customary 
transactions of the business world are 
based on monetary, not economic, values. 
Contracts, both long-term and short-term 
are stated in terms of monetary units. 
Payment is customarily made in terms of 
monetary units, regardless of fluctuation 
in the value of the unit. The public at the 
present time at least vaguely recognize 
that their dollars as well as those of the 
corporations are not as valuable in terms 
of goods as they once were. After all, 
wages and salaries are the equivalent for 
the worker to the gross income of the 
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business enterprise. Attempts to adjust 
corporate and other business income and 
expenditures to “economic” value without 
a like adjustment for transactions of the 
individual would certainly lead to much 
dis-satisfaction, and rightly so. Thus until 
ail business transactions are by some 
means converted from the basis of mone- 
tary units to purchasing-power or some 
other method of reporting ‘“‘economic in- 
come,”’ it seems that accounting state- 
ments will best serve their purpose by 
adhering to the usual and accepted stand- 
ard of measure, the dollar. This would 
involve the repudiation of the LIFO inven- 
tory method (except in those few cases in 
which it actually reflects the flow-of- 
goods) in order that all accounts would 
then reflect monetary income on an objec- 
tive basis. It is the considered opinion of 
some, including the author, that such 


should be our course of action, at least 
until, and if and when, the general change 
in the conduct of business affairs men- 
tioned above, becomes a reality. 
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THE INFLUENCE OF DEPRECIATION 
ACCOUNTING ON NATIONAL 
INCOME 


ELDON S. HENDRIKSEN 
Associate in Accounting, University of California, Berkeley 


HE depreciation process is an im- 

portant economic concept as well as 

a matter of private concern to each 
business enterprise. As an economic con- 
cept, depreciation is a significant process 
in the calculation and determination of 
national income. It is this economic sig- 
nificance of depreciation which has been 
ignored or underemphasized in the con- 
sideration of the social responsibilities of 
the accounting profession. 

In its relationship to national economic 
welfare, the social responsibilities of the 
accountant are twofold. First, there is the 
responsibility for accurate and consistent 
reporting with as great a degree of uni- 
formity as possible so that economists 
and others may utilize accounting data in 
the study and analysis of problems which 
afiect national economic governmental 
policies. Second, there is the responsi- 
bility for accurate reporting to the man- 
agements of business enterprises so that 
general economic activity may be a result 
of rational decisions on the part of the 
private sector of the economy. 

In regard to the first mentioned respon- 
sibility, the importance of any accounting 
concept to the field of economics is de- 
rived from the fact that any quantitative 
economic concept, to be of value in the 
formulation of policy recommendations, 
should be capable of actual measurement. 
It is the responsibility of the accountant 
to supply an important part of the reliable 
data required for this measurement. How- 
ever, the only comprehensive summary of 


* Irwin Friend “Financial Statements for the Econ- 
omy,’ ACCOUNTING REVIEW, July, 1949. 


accounting data is the compilation of 
statistics from income tax returns sub- 
mitted to the Bureau of Internal Revenue.’ 
A more comprehensive collection and 
tabulation of accounting data may be 
advisable but, before this could be of 
value, accountants would have to agree 
on a greater degree of uniformity. 
Depreciation has become an important 
concept in national income accounting, 
not only in the calculation of national 
income but also in its determination. 
Economists have claimed that the methods 
used in accounting for depreciation have 
had varying effects on national business 
activity, national income, and gross na- 
tional product. However, economists are 
not in agreement as to what is the effect 
or what is the magnitude of the effect. 
How can the accounting for deprecia- 
tion influence aggregate economic activity? 
The economist asserts that the aim of the 
entrepreneur is the maximization of prof- 
its. But the records of these profits and 
their calculation are reported to manage- 
ment as a product of accounting. Thus, it 
is the accountants’ definition of income 
which is controlling in the area of business 
practice. In so far as managerial decisions 
are based upon historical records, the 
interpretation of these, and the recom- 
mendations of accountants, it can be said 
that aggregate economic activity is in- 
fluenced by accounting methods and inter- 
pretation. This is then a challenge to 
accountants to exercise this social respon- 
sibility by considering the need for prudent 


* Bureau of Internal Revenue, Statistics of Income. 
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managerial decisions for national eco- 
nomic welfare as well as for firm welfare. 


DEFINITIONS OF DEPRECIATION 


In order to appraise the effects of ac- 
counting methods of depreciation on 
national economic welfare it is necessary 
to distinguish between the accounting and 
economic concepts. The accounting prob- 
lem of depreciation arises because it is 
desirable to express the operations of a 
business in money terms and because it is 
advantageous and in most cases required 
by laws to express the operations of 
businesses for periods of time shorter in 
length than the life of the capital instru- 
ments. In the accounting sense, the essen- 
tial concept of depreciation is that of 
assigning the cost of property to the 
accounting periods included in useful 
life. 

Most accountants are in agreement with 
this basic definition of depreciation. How- 
ever, they are not in complete agreement 
as to the measure of value of the property 
which should be taken. Also, the estimates 
of useful life and the methods of apportion- 
ment of “values” over the respective 
periods differ among accountants. The 
result of this is that there is no uniformity 
in charging the cost of capital equipment 
against revenues of any particular period 
of time. 

On the other hand, depreciation is fun- 
damentally an economic concept similar 
in sense to that of accounting depreciation. 
However, the economist stresses the im- 
portance of maintenance of capital es- 
pecially in considering depreciation for the 
economy as a whole. The economists’ 
concept of depreciation for a firm depends 
on the proposition that once capital equip- 
ment has been installed it has to earn what 
it can. Its remuneration is then a “quasi- 
rent.” It is not included in the prime costs 


3 W. A. Paton, Accountants’ Handbook (New York: 
The Ronald Press Co., 1946), page 711. 
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which alone must be covered in the short 
run except in the sense of “‘user cost.” 
In the analysis of a competitive econ. 
omy it is only in the long run that the 
total amount of depreciation affects mana. 
gerial decisions. That is, if the revenue in 
the long run is not sufficient to cover 
total costs, the specific capital equipment 
will not be replaced. The allocation of 
depreciation to periods then represents 
the “disinvestment” of capital. Capital 
will be maintained only if there is a con- 
tinual stream of reinvestment equal to the 
amount of “disinvestment.” 
Maintenance of capital in the economic 
sense does not mean, however, that each 
individual firm must necessarily maintain 
its real capital intact. Since the return to 
fixed capital is a quasi-rent in the short 
run, the value of capital equipment can 
differ from the depreciated original or 
replacement cost of this equipment. But 
the assumption of mobility of capital will 
ensure that in the long run the rate of 
return (adjusted for risk) will not vary in 
different uses. If there is a rise in the de- 
mand for a certain product with a conse- 
quent decline in the demand for a second 
product, capital will be attracted from the 
one use to the other. This means that 
capital in one industry will be disinvested 
while the capital in another industry will 
be growing. Thus, maintenance of capital 
for the economy has a different meaning 
from maintenance of capital for the firm. 


THE RELATIONSHIP OF DEPRECIATION 
TO CONCEPTS OF NATIONAL 
ECONOMIC ACTIVITY 


Gross national product is the term used 
to designate the market value of the cur- 
rent output of a nation before deducting 
allowances for capital consumption (de- 


* For an analysis and description of “user cost,” see 
J. M. Keynes, The General Theory of Employment, In- 
terest, and Money (London: Harcourt Brace, and Co., 
1935), pages 52-57. 
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preciation). The term “net national prod- 
uct” is used to designate the amount of 
production that could be consumed with- 
out impairing the stock of capital (in real 
terms). Both of these terms are significant 
for measuring the prosperity and eco- 
nomic welfare of a nation. The term 
“gross national product” is important for 
the measurement of total economic ac- 
tivity. Changes in “net national product” 
may be used as an indication of the pro- 
gressiveness of an economy over a period 
of time. 

Net national product depends to a 
greater extent than gross national product 
on the definition and determination of 
consumption of capital. Net national 
product can be determined from gross 
national product by making an allowance 
for capital consumption or it may be de- 
termined from national income figures by 
making adjustments for indirect business 
taxes, business transfer payments, and 
government subsidies and surplus. In 
either case, it is determined in part by the 
measurement of capital consumption as 
the total national income includes corpo- 
rate undistributed profits and incomes of 
unincorporated businesses. The magni- 
tudes of both of these depends on the 
amount estimated as a charge for de- 
preciation. 

The difficulty in the measurement of 
national income and net national product 
is derived from the calculations of the 
estimate of capital consumption. The esti- 
mates which are used are, largely, the 
business allowances for depreciation for 
tax purposes. These are admittedly poor 
estimates partly because they are the 
result of arbitrary tax regulations and 
partly because accounting depreciation 
charges have not been revalued to reflect 
changes in the current prices of capital 
goods. This limitation may thus affect the 
validity of policies derived from national 
income accounting. 


The Influence of Depreciation Accounting on National Income 
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THE EFFECT OF DEPRECIATION ON 
GENERAL ECONOMIC ACTIVITY 


Depreciation calculations affect not 
only the national income accounts used in 
the analysis of problems of policy, but, as 
mentioned above, the method used in the 
calculation of depreciation charges for 
individual firms also has a marked effect 
on the amount of income or profits re- 
ported by these firms. As a consequence, 
it also affects the component of total 
national income reported as being received 
by entrepreneurial investors. The method 
of calculating depreciation may then 
affect general economic activity if the 
amount of reported profits influences 
directly or indirectly the total amount 
available for consumption by individuals, 
governmental taxation and economic con- 
trol policies, or the investment decisions 
of business organizations or individuals. 

Therefore, the effect of depreciation 
methods on general economic activity may 
be investigated from the above mentioned 
four of several ways. First, the amount of 
profits as reported during any one period 
for individual firms may and probably does 
influence the amount of dividends paid 
to stockholders in relationship to the 
amount of profits retained for ‘“reinvest- 
ment.” The higher the rate of reported 
profits, the greater will be the demand by 
stockholders for higher or “reasonable” 
dividends. But the payment of dividends 
will affect the general economic activity 
only if the recipients dispose of these pay- 
ments in a way different from that which 
would have occurred if the corporations 
had refrained from paying dividends. 

Second, if reported profits were higher 
than they would otherwise be with more 
accurate depreciation methods, total taxes 
collected would probably be higher be- 
cause of the greater reported income and 
the increased dividends to stockholders. 
However, if the government correctly antic- 
ipates reported income based on methods 
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of depreciation currently in use, the effect 
may be merely a modification of tax rates 
to obtain the desired total tax. Here, 
again, the net influence on economic ac- 
tivity depends on how these tax receipts 
are disposed of by the government. If the 
government uses a part of tax receipts to 
reduce the government debt, the effect 
may be deflationary. On the other hand, 
the effect may be inflationary if the re- 
ceipts are used to increase governmental 
expenditures and if the original recipients 
would have hoarded the funds or used 
them to pay off loans in the absence of 
such taxes. 

Third, the psychological effect of high 
reported profits may have indirect reper- 
cussions in the development of govern- 
mental economic policy through the in- 
fluence of economists or certain pressure 
groups. If reported economic profits are 
high, there may be increased economic 
pressure on the part of labor groups or 
others for a greater share of the national 
income. These high reported profits may 
also influence economic advisors in their 
recommendations as to governmental 
policy in an attempt to provide the great- 
est amount of general economic welfare 
and within certain limits a more even 
distribution of the national income. These 
governmental economic policies have be- 
come extremely important with the in- 
creasing influence of the government on 
economic activity. For example, the un- 
distributed profits tax of the 1930’s was 
intended to effect greater consumption 
expenditures by decreasing the amount of 
funds hoarded in the form of retained 
earnings which supposedly had a defla- 
tionary effect on the economy. Excess 
profits taxes on the other hand are said to 
militate against an inflationary effect. 
Thus, much of governmental policy is 
directed toward influencing corporate ac- 
tions or alleviating the economic effect of 
such action. Corporations, individually 


and as associations, have realized this and 
they have attempted to alter public 
opinion and governmental policy by wide. 
spread advertising attempting to justify 
“high” profits as required to meet higher 
prices and higher replacement costs and 
by political pressure on the legislatures, 

If government policies are based on 
false premises, the effect will not be that 
which was intended. Therefore, it is 
important that such people as economic 
advisors are presented with accurate in- 
formation regarding corporate income. 

Fourth. high reported profits may in- 
fluence the expectation of future profits 
and thus the amount of investment being 
made. Low reported profits on the other 
hand may develop a pessimistic attitude 
on the part of investors or enterprisers. If 
investors and businessmen could be made 
to realize the extent of overstatement or 
understatement of profits, this * would 
minimize the effect on general economic 
activity. 


ARE DEPRECIATION RATES TOO LOW? 


Let us analyze first the claim that over- 
stated profits cause excessive consumption 
and thus a shortage of capital. Haberler 
wrote regarding the explanation of the 
crisis as presented by overinvestment 
theorists: 


There is another factor which tends to swell 
the demand for consumers’ goods. Bookkeeping is 
more or less based on the assumption of a constant 
value of money. Periods of major inflation have 
shown that this tradition is very deeply rooted 
and that long and disagreeable experiences are 
necessary to change the habit. One of the conse- 
quences is that durable means of production ... 
such as machines and factory building . . . figures 
in cost accounts at the actual cost of acquisition, 
and are written off on that basis. If prices rise, 
this procedure is illegitimate. The enhanced re- 
placement cost should be substituted for the 
original cost of acquisition. This, however, is not 
done, or is done only to an insufficient extent and 
only after prices have risen considerably. The 
consequence is that too little is written off, paper 
profits appear, and the entrepreneur is tempted 
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to increase his consumption. Capital in such cases 
is treated as income. In other words, consumption 
exceeds current production... These paper 
profits are also likely to add to the cumulative 
force of the upswing, because they stimulate 
borrowers and lenders to borrow and lend more. 
They foster the optimistic spirit prevailing during 
the upswing and so the credit expansion is likely 
to be accelerated. This phenomenon has its exact 
counterpart during the downswing of the cycle. 
_,. Fr. Schmidt (1927) tried to build a complete 
theory of the cycle on this factor.5 


The conclusion is then reached from the 
above that underdepreciation is an im- 
portant factor in the cause of the expan- 
sion phase of the business cycle and of the 
crisis or downturn. Does this mean then 
that accountants should immediately and 
enthusiastically advocate the use of re- 
placement cost as the basis for taking 
depreciation in order to carry out their 
social responsibility—in this case to aid 
in the leveling or elimination of the busi- 
ness cycle? To answer this, it is necessary 
to analyze further the effect of the calcula- 
tion of depreciation on the basis of replace- 
ment cost or on the basis of purchasing 
power which is considered by some as a 
more important concept. In a period of 
rising prices, it is true that, to be effective, 
depreciation rates must increase at a 
greater rate than price indexes or else the 
accumulated amount of the depreciation 
reserve would never be adequate in pur- 
chasing power to equal the portion of the 
asset used or retired. But to prove that 
the failure to do this results in consump- 
tion of capital, and therefore a shortage of 
capital, two things must be proven. First, 
it must be proven that a substantial part 
of corporate profits are paid out as divi- 
dends and thus they are not directly avail- 
able for reinvestment by the corporation. 
Second, it must be shown that if these 
“miscalculated” profits are paid out as 


*G. Haberler, Prosperity and Depression (Lake Suc- 
cess, New York: United Nations, 1946), pages 49-50. 
See also F. A. Hayek, Prices and Production (London: 
Geo. Routledge and Sons, Ltd., 1935), page 151. 
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dividends, they do not become available 
as capital invested by the final income 
recipients but rather are spent for con- 
sumption goods. For if the funds become 
available in the investment market 
through the voluntary savings of indi- 
viduals, the corporation will be able to 
maintain or even increase the amount of 
real capital through the credit market or 
by increasing the amount of stockholder 
equity. 

On the first question, it has been cus- 
tomary, at least in the United States, for 
a large part of profits to be retained by 
corporations as earnings reinvested. This 
can be shown by a comparison of the 
profits received by corporations for se- 
lected years (see Table 1). A comparison 
of the amount of corporate profits after 
tax and dividends for each of the years 
shows that a high percentage of profits 
are retained by corporations (during pe- 
riods of economic expansion) and thus 
they are available for reinvestment or the 
retirement of debt. Therefore, there is no 
indication that there is consumption of 
capital and therefore a shortage during 
the expansion phase of the cycle or at 
the crisis which is due to underdeprecia- 
tion. Underdepreciation cannot be the 
cause of a failure of corporations to main- 
tain capital intact by reinvestment in 
like or more profitable capital equipment. 


TABLE 1 
ProFits RECEIVED BY CORPORATIONS 


Dollar Totals in Billions 1929 1943 1949 


Corporate profits before tax.... $9.8 $24.1 $27.6 


Corporate tax liability........ 1.4 13.4 10. 

Corporate profits after tax..... 8.4 10.7 17.0 
Undistributed Profits......... 2.6 6.2 9.2 


Source: U.S. Department of Commerce, Survey of 
Current Business, July, 1950, Table 1, National Income 
by Distributive Shares, 1929-49. 

Regarding the second statement it can 
be argued that, even if profits are paid out 
as dividends, the distribution of the 
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national income in the United States is 
such that a large part of these devidends 
would be saved and invested by the in- 
come recipients and thus they would 
again at least in part be available for 
reinvestment in capital equipment. This 
follows from the fact that the average 
propensity to consume and the marginal 
propensity to consume of investors is 
lower than that of wage earners taken as 
groups. 


ARE DEPRECIATION RATES TOO HIGH? 


It is often said that accountants are too 
“conservative” in their calculation of 
depreciation—they customarily and habit- 
ually underestimate the length of life of 
assets and thus they charge too much 
against revenue during the early period 
of the life of an asset. It is quite often 
stated that the “conservative” view has 
a bad effect on national economic activity 
since it causes “forced” saving in the 
sense of decreasing the amount which 
otherwise would be paid out as dividends 
available for consumption or voluntary 
savings. 

As a result of the Temporary National 
Economic Committee hearings in May of 
1939, Stuart Chase wrote: 


The chief internal source from which corpora- 
tions draw for improvements in plant and equip- 
ment is their reserve for depreciation. . . . It was, 
and is, bad form to underdepreciate. It simply 
isn’t done. ... This is sound, conservative, uni- 
versal accounting practice. ... The result is that 
in due time, every going business has more funds 
on hand than are needed to replace, unit for unit, 
assets which are wearing out. And the result of 
that is that solvent concerns do not often need to 
go, cap in hand, to Wall Street to borrow money 
for the expansion of their plants. They already 
have funds in their depreciation reserve accounts. 
This does not hold for new companies, whose re- 
serves are necessarily small, or for all matured 
companies. But it holds for so many of them that 
the gross effect on the American economy is now 
tremendous. American business concerns as a 
group tend to live on their accumulated fat like a 
bear in his winter cave.® 


The Accounting Review 


On the other hand, an editorial of the 
Journal of Accountancy stated: 


Accountants will find it difficult to believe that 
depreciation generally has been excessive. For one 
thing, they know that the Treasury Department 
has been a brake on over-depreciation. They will 
find it even more difficult to believe that unforty- 
nate economic effects could flow from a practice 
which seeks to protect investment in plant by 
charging its cost to earnings over the expected 
useful life of the productive instruments.’ 


But, there are also those who derive 
apparently from the same economic doc- 
trine the policy of accelerating deprecia- 
tion rates in order to assure a high level 
of national economic activity. Dobro- 
volsky stated: 


What changes in the level of economic activity 
could be brought about by accelerating the proc- 
ess of replacing equipment, as distinct from the 
process of adding new equipment to the existing 
stock? Such questions are not merely of general 
theoretical interest but are of importance in con- 
nection with the recommendations, made in re- 
cent years, to advance depreciation rates and 
encourage replacement of obsolete and worn-out 
equipment. . . . Such a recommendation was con- 
tained in the report of the Director of the Office of 
War Mobilization and Reconversion as of Janu- 
ary 1, 1945. The late President Roosevelt made a 
statement favoring higher depreciation in his 
Chicago speech of October 28, 1944. A similar 
statement was contained in Vice-President Wal- 
lace’s speech on November 2, 1944. 

These accusations and proposals present 
a challenge to accountants to reanalyze the 
depreciation techniques currently in use 
and to study their effects on national wel- 
fare. If depreciation rates were excessive 
during periods of low activity, and if it 
were customary for corporations to pay 
dividends to the extent of reported profits, 
it would have a depressing effect on con- 
sumption and thus on income. However, 
it must be realized that to the extent that 

® Stuart Chase, “Capital Not Wanted,” Harpers 
Magasine, February, 1940. 

7 Editorial, Journal of Accountancy, March, 1940, pp. 
161-2. 

8 S. P. Dobrovolsky, “The effect of Replacement In- 


vestment on National Income and Employment” 
Journal of Political Economy, August, 1947. 
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The Influence of Depreciation Accounting on National Income 


many corporations have little or negative 
incomes during these periods, depreciation 
rates have a small effect on dividends. 
Furthermore, for each year from 1933 
through 1938, total dividend payments 
were greater than corporate profits after 
taxes. Even if reported profits were under- 
stated for this period because of over- 
depreciation, it does not appear to be a 
major influence on the amount of divi- 
dends. A greater influence on dividends 
during this period would seem to be the 
need of some corporations to decrease 


TABLE 2 


A CoMPARISON OF NET NEw Business INVESTMENT 
WITH RETAINED EARNINGS OF CORPORATIONS? 


(In millions of dollars) 
1946 1948 1¢49 
New Construction:...... $10,291 $17,716 $17,268 
Producers Durables...... 12,328 19,893 19,473 
6,107 


5,515 —3,713 


Gross Private Domestic 
Investment........... $28,726 $43,124 $33,028 
Depreciation Allowances.. 11,952 17,172 18,545 


Net Investment..... 


. $16,774 $25,952 $14,483 


$12,837 $ 8,736 


$ 7,76 


~ 


Retained Earnings....... 


U.S. Department of Commerce. 


dividends in order to increase or main- 
tain liquidity in the face of a tighter credit 
market. Therefore, it does not seem likely 
that dividend policies are greatly affected 
(during periods of low activity) by errors 
in reporting income within the range of 
possible depreciation rates. 

In periods of expansion, there is a 
tendency for corporations in the United 
States to finance a large part of new invest- 
ment from retained earnings. This is 
brought out by the following statistics. 
(Table 2) 

It is a matter of conjecture whether 

* These figures are not directly comparable. Invest- 
ments include total private investment whereas re- 
tained earnings relate to corporations only. 
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increased depreciation rates would cause 
a smaller amount paid out as dividends 
or merely a decrease in the amount of 
retained earnings. The latter seems more 
plausible because of the rigidity of divi- 
dend rates. If less were paid out as divi- 
dends as a result of lower reported profits, 
consumption would probably be decreased 
but the magnitude of this decrease is 
unlikely to have a material effect on aggre- 
gate income. 

There is, however, another factor which 
may prove significant—the influence of 
depreciation rates on the amounts of in- 
vestment during any given period. Invest- 
ment, here, is used in the economic sense, 
that is, as the purchase or production of 
capital equipment. Investment is used 
also in the “gross” sense including rein- 
vestment. Depreciation rates may affect 
total investment in two ways. First, it is 
a source of “funds” in the sense that it 
represents a decrease in the valuation of 
fixed assets in the normal course of 
business which may be offset by the 
reinvestment of an equal amount in other 
equipment.’® It is only to the extent that 
the total valuation of capital equipment 
is maintained by reinvestment that the 
depreciation factor may influence the 
total investment component of national 
income. The effect of over-depreciation is 
the same as the effect of undistributed 
profits. The result is that interest rates 
or the availability of credit becomes much 
less important in the investment decisions 
of business. Therefore, only in so far as 
large depreciation allowances affect the 
amount of dividends could the amount 
available for investment be influenced by 
overdepreciation. 

Second, the rate of depreciation may 
affect aggregate investment through its 
effect on the marginal efficiency of capital 


1 Depreciation may also be offset by an increase in 
other assets, a reduction of liabilities, or it may be re- 
flected in a decrease of stockholder equity. 
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or on profit expectations. If depreciation 
rates are too low during inflationary pe- 
riods, reported profits will be higher than 
real profits. To the extent that expecta- 
tions of future profits from new investment 
are based on past reported profits, there 


will be some unwarranted investment 
which would have an inflationary effect 
if the nation is in a state of full employ- 
ment. Conversely, low reported profits 
during periods of low activity may cause 
an unwarranted pessimistic attitude to- 
ward investment. Depreciation, however, 
will affect profit expectations only if those 
making the investment decisions base 
their expectations on inflated or deflated 
past profits. This probably does not occur 
to such a great extent with large corpora- 
tions as many of their annual reports 
make it explicit that adequate depreciation 
is not reflected by the accounting methods 
used. Special reserves of “earned surplus” 
have been set up in some instances. If all 
businessmen could be brought to the 
understanding of the problem, the effect 
would be less significant. 

Other than its effect on profit expecta- 
tions, it seems unlikely that higher or 
lower depreciation rates would have any 
effect on the amount of investment during 
any period of time. Increasing the de- 
preciation rates would not assure that 
equipment would be replaced sooner as 
replacement of physical equipment is 
based on other factors including profit 
expectations or cost-savings. Increased 
depreciation rates for tax purposes may, 
however, have a direct effect on invest- 
ment during periods of high tax rates in 
cases of high uncertainty or when it is 
expected that the tax rates will fall in 
later years. 


SUMMARY AND CONCLUSIONS 
The accounting for depreciation is im- 


portant to the economist as well as to the 
accountant because of the possible effects 
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of miscalculated depreciation rates on 
national income and employment. Since 
it is necessary to use accounting data or 
statistics derived from accounting data 
in the study of the relationships of de- 
preciation to national income and gross 
national product, it is important that there 
be complete understanding of the account- 
ing and .economic uses of the term “de- 
preciation.” 

Current accounting methods produce 
depreciation rates which are quite rigid 
over time because they are based on the 
cost of depreciable assets and the most 
widely used methods allocate these costs 
uniformly over time rather than according 
to use. It is quite often assumed that this 
rigidity produces excessive depreciation 
rates during periods of low activity and 
inadequate depreciation rates during pe- 
riods of expanding or high activity. It is 
probable that these depreciation rates are 
excessive or inadequate in an economic 
sense more than in an accounting sense. 
This excess or inadequacy becomes im- 
portant to national welfare if it has an 
unfavorable effect on the general level of 
business activity. 

An investigation of the consequences of 
excessive or inadequate depreciation rates 
must involve an investigation of direct 
or indirect effects on consumption and 
investment. It is claimed that during 
periods of low activity, excessive deprecia- 
tion rates prevent the payment of divi- 
dends and thus curtail consumption. This 
would be true if it can be assumed that 
by decreasing depreciation rates, divi- 
dends would be increased. This does not 
seem likely since many corporations report 
no profit or a loss during depression 
periods. Furthermore, it is probable that 
dividends would not be increased during 
such periods because of a desire to increase 
safety margins and because of tighter 
credit markets and falling income. Rather, 
there is a tendency to maintain dividends 
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because of a desire to enforce a rigid 
dividend policy irrespective of the business 
cycle. 

It is more probable that depreciation 
rates may have an effect on investment 
through profit expectations. That is, ex- 
cessive depreciation rates during a period 
of contraction might cause greater pes- 
simism as to profit expectations and inade- 
quate depreciation rates during periods of 
expansion might lead to over-optimism. 
Thus, it would cause less investment when 
itis needed most and too much investment 
when inflation is already in process. This 
however, is not conclusive nor does it 
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appear to be of a very large magnitude. 

This does seem to provide some argu- 
ment in favor of depreciation methods 
which would provide for greater charges 
during high activity and smaller charges 
during low activity. The most practical 
method would seem to be that which 
bases the amount of depreciation or a part 
of it (the “user cost’’) on the amount of 
production. Proposed methods which 
would base the depreciation charge on 
replacement cost or purchasing power 
indexes would also further increase the 
economic significance of accounting de- 
preciation. 
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THE NATURE OF THE 


ACCOUNTING UNIT 


KENNETH IVEs 
Internal Auditor, American Express Co. 


ments, the unit of summary and re- 

porting may be an individual propri- 
etor, a partnership, a business corporation, 
an association or a governmental unit. 
It may be the whole organization, a de- 
partment or branch, or even a job or 
process. What basic factors are common 
to all these, which make them suitable for 
accountants to treat as a unit? 

In many fields of science, the area 
adapted to study is defined as a semi- 
closed system. This is a set of activities 
which are more related to each other than 
to outside factors.! Thus it is partially 
isolated or insulated from disturbing in- 
fluences. For such a system to be clearly 
and accurately described, the effects of 
the outside variables must be measured, 
or held constant, where they influence the 
system studied.’ 

To see how these definitions fit into 
accounting, let us consider a familiar type 
of business, a grocery super-market. 

Some of the insulation which makes 
this a “semi-closed system” is provided by 
walls, doors and locks. The measurement 
of effects of outside variables is obtained 
by having some employee always assigned 
to watch the back door and check in all 
goods received, to see that they cor- 
respond to invoices; and by some always 
at the check-out counter to collect for all 
goods purchased and taken out by cus- 
tomers. Insurance and bonding are em- 
ployed to counteract certain failures in 
these measures. 


[: THE preparation of accounting state- 


1 Florian Znaniecki, “The Method of Sociology,” 
1934, p. 12 ff. 

2 F. Stuart Chapin, in Pauline Young, “Scientific 
Social Surveys and Research,” 1949, p. 103-4. 


The extent to which external factors can 
be measured is never perfect, as the use of 
a retail control system shows. In the 
grocery business, for instance, with gross 
margins a little over 15% and the net 
margin of well run companies around 1% 
to 2% on sales, a “leakage’’ of about 1% 
is fairly common. This consists of pilferage, 
unrecorded markdowns, shrinkage, spoil- 
age and breakage. There are also leaks on 
the cash side, such as unrecorded expenses 
and errors in change. If the “‘leakage”’ gets 
above 2% it is a sign that the system of 
controls is unduly lax in some part of the 
operation. 

In a super-market we find two currents 
of activity going on at the same time. One 
is a flow of goods from suppliers to stock- 
room to shelves to customers. The other is 
a flow of cash from customers to cashiers 
to bookkeeper to bank to suppliers. 

The accounting unit can be defined then, 
as @ section in a two-way siream of ex- 
changes of goods (or services) for cash.* This 
section contains related elements, which are 
insulated from outside factors by barriers, 
or by check points at which the outside rela- 
tionships are measured. 

This definition applies equally well to a 
job lot, a department or a firm. Thus in a 
job lot, the input of materials and labor 
may be recorded on stores requisition slips 
and job time tickets. These and the in- 
direct expenses are summarized on a job 
order cost sheet. If the totals of each fac- 
tor for all jobs equal the total for the 
plant or department, then the job lot 
records meet the specifications for a “‘semi- 

’ The nature of goods and services, and of cash, rest 


on some common dynamic factors, which would lead to 
a rephrasing of this definition. 
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dosed system,” with relations to outside 


factors properly measured. 

In practice, lost time reports, shrinkage 
and spoilage reports, summaries of ex- 
penses Over and under applied, and related 
adjustments, are needed to make the job 
records cover accurately all factors in the 
cost of a job unit. 

A department or a branch can be treated 
similarly as a unit. So too can a product or 
a line of products.‘ In all these, the prob- 
lem of allocating central expenses is a 
major one. The difficulty centers largely 
on the estimation of the amount of service 
rendered to a branch, department or other 
sub-unit by the central or services offices. 
In the case of executive or other staff time, 
this may vary greatly from year to year, 
and from one sub-unit to another. These 
changes are often obscured by the use of 
some simple but perhaps fixed and in- 
accurate basis for allocation, such as a per 
cent of volume of business done by the unit. 

Where executive time records or other 
measurements of the actual services ren- 
dered to the sub-units are not kept, these 
sub-units do not fulfill the insulation and 
measurement requirements of a separate 
accounting unit. Their managers are often 
justified in objecting to central office or 
Board decisions based on the method of 
cost allocation then employed. 

A question can sometimes be raised as 
to whether such overhead services should 
be charged at cost, or at market value, 
especially where the latter is lower. For 
then the units served carry as their ex- 
penses what might otherwise be classified 
as the loss of the service department. 

Another theory holds that a department 
or branch should only be charged with 
factors under the control of its manager. 
The central office itself is then treated as a 
department, which can have a net income 


*C. R. Carey, “Product-line Profit and Loss State- 
ments,” American Management Asso., Financial Man- 
agement Series #66. 
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or loss on its own operations.® This method 
attempts to place authority and re- 
sponsibility together. 

Single proprietorships or partnerships 
do not meet the specifications of an in- 
dependent unit unless they are separated 
from the other activities of their owners. 
This requires that the owners be credited 
with a salary for services rendered, before 
the earnings (or loss) of these ventures are 
figured. The salary should be based on 
what the same person could get for the 
same work from another employer. 

This provides a more realistic picture of 
whether the enterprise is gaining or losing, 
and whether the proprietors could do 
better if they discontinued business and 
worked for someone else. It also makes 
their figures more readily comparable with 
those for corporations in the same line of 
business. 

A corporation is the most commonly 
cited accounting unit. It fulfills the re- 
quirements of a unit because of laws which 
specify records to be kept, and provisions 
requiring the separation of the interests of 
its officials as individuals from their re- 
sponsibilities and returns as officers. 

The definition of an accounting unit also 
fits a nation, where the flow of trade and 
the balance of payments between it and 
other countries are measured and recorded. 
It is treated as such a unit by econome- 
trists. 

Thus the definition of an accounting 
unit fits any size or type of unit. It pro- 
vides a basis for testing whether a part of 
an organization (or even a group of 
organizations) can properly be considered 
as independent for accounting and man- 
agerial purposes. It bases the definition on 
functional relationships rather than on 
legal or managerial traditions. These 
latter may or may not fulfill the specifica- 
tions given. 


5C, B. Clark, “Contribution Theory,” American 
Management Asso., Financial Management Series #66. 
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THE EXPANDING FIELD OF 
INTERNAL AUDITING 


WALTER B. MEIGs 
Associate Professor, University of Southern California 


HE RAPID DEVELOPMENT of internal 

auditing within the last ten or fifteen 

years might be traced in terms of the 
increasing number of large corporations 
having full-fledged internal auditing de- 
partments, or in terms of the number of 
certified public accountants who have left 
public practice for supervisory positions 
in this new field of accounting. 

This paper is concerned, however, not 
with the numbers of internal auditors past 
or present, but with the change in objec- 
tives and the expansion of activities de- 
scribed as internal auditing. So sweeping 
has been this change that current defini- 
tions of internal auditing bear little re- 
semblance to those in vogue ten or fifteen 
years ago. 


PRESENT MEANING OF INTERNAL AUDITING 


Internal auditing is now regarded as an 
appraisal activity, employed to aid the top 
management of a large corporation in the 
efficient administration of the enterprise. 
It is characterized as a staff function, in- 
dependent of accounting and operating 
processes, and responsible to a member of 
top management, most commonly the con- 
troller. To attain the objective of aiding 
top management in efficient administra- 
tion, the internal auditor carries on ac- 
tivities which may be classified as: 

1. Critical appraisal of the accounting, finan- 
cial and other internal records and pro- 
cedures for the purpose of determining the 
degree of reliability of accounting reports 


and operating data developed within the 
organization. 

. Review of policies and procedures, and of 
actual performance in all divisions of the 
company for the purpose of determining 
whether such policies and procedures are 


current and adequate and are being effec. 
tively carried out. 

3. Continuous review, evaluation and mod- 
ernization of the system of internal control! 


EARLIER USES OF THE TERM 
“INTERNAL AUDITING” 


Compare this concept of the responsi- 
bilities of the internal auditor with the 
connotation of “internal auditing” a 
decade or more ago. To most businessmen 
of that era, internal auditors were either 
clerks assigned to the routine task of a 
perpetual search for clerical errors in ac- 
counting documents; or they were travel- 
ing representatives of corporations having 
branches in widely scattered locations. 


Audit Clerks 


The “audit clerk” was a traditional cog 
in the routine operations of large account- 
ing departments. His function was to de- 
tect errors in the recording process before 
they became more or less permanently 
lodged in the accounts or were included 
in financial statements. It is unfortunate 
that the term auditing was applied to a 
routine, mechanical procedure, essentially 
little different from such control devices 
as bookkeeping machines or subsidiary 
ledgers. 


The Traveling Auditor 


The home office representative who 
traveled from branch to branch, seeking to 
establish uniform accounting practices and 
records throughout the organization, had 
much more in common with the present 


1 Based on the “Statement of Responsibilities of the 
Internal Auditor” issued by the Institute of Internal 
Auditors July 15, 1947. 
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dav internal auditor than did the “audit 
clerk.” The traveling auditor was usually 
an individual thoroughly acquainted with 
the company’s policies and procedures, 
expert in determining whether branch per- 
sonnel performed their work honestly, 
eficiently and in accordance with the 
policies established by the home office. 

The traveling auditor by virtue of his 
personal observation of practices and con- 
ditions in the most successful and progres- 
sive branches and the similarity of opera- 
tions and problems throughout the chain 
was able to recognize the shortcomings and 
deficiencies of the less successful branches. 
Much of his time was spent in replacing 
the unorthodox procedures and records de- 
veloped by inadequately trained branch 
personnel with standardized routines ap- 
proved by the home office. The standard 
procedures usually resulted in more eff- 
cient branch operation and, in addition, 
through conformity with practices of the 
home office and other branches, facilitated 
company-wide reporting and analysis. 

The success of the traveling auditor in 
verifying the information reported by 
branches, in locating and minimizing de- 
falcations, in eliminating duplication of 
work, in improving the accounting records, 
and in providing assurance to management 
that approved company policies were 
being conscientiously followed even in the 
most remote branches was no doubt largely 
responsible for the development of present- 
day internal auditing. The need for in- 
ternal auditing is now felt as keenly by 
management of the concern operating a 
single large plant as by the management of 
the concern with numerous scattered 
branches. 

In some respects, however, the tradi- 
tion of the traveling auditor is opposed to 
fundamental tenets of current practice. 
The modern internal auditor does not as- 
sume any authority over operating per- 
sonnel. He never makes corrective entries 
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in the accounts, never orders a change in 
existing procedures, or otherwise inter- 
feres with regularly constituted lines of 
authority for supervision of operating em- 
ployees. He functions in the role of in- 
dependent critic and analyst, whose recom- 
mendations are routed through the con- 
troller to key executives and then down to 
the appropriate levels of supervision. The 
modern internal auditor is also much less 
concerned with defalcations and fraud 
than were company auditors of the past. 
The opportunities for constructive service 
to management through the detection of 
unnecessary duplication of work or other 
wasteful practices are now considered to 
outweigh services rendered in the preven- 
tion and detection of fraud. 


INCREASING RECOGNITION OF 
INTERNAL AUDITING 


During the last ten years recognition of 
internal auditing as a new independent 
field of accounting work has been increas- 
ingly evident in the thinking and writing 
of several groups. Independent public ac- 
countants, educators in collegiate schools 
of business administration and corporate 
executives have accepted the internal 
auditor as a significant factor in the 
efficient conduct of large scale business 
enterprise. This recognition is to a very 
considerable extent, the result of the work 
done by the Institute of Internal Auditors, 
a national organization composed of the 
heads of internal auditing departments in 
most of the country’s larger corporations. 
Founded in 1941, the organization ex- 
panded rapidly during the war years when 
corporate management was faced with the 
problem of expanding the scope of opera- 
tions beyond all previously conceived 
boundaries. In this period of unlimited 
demand for production, corporate manage- 
ment was handicapped by inadequate 
plant facilities and widespread use of in- 
experienced personnel. The possibilities 
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for gross inefficiency, for costly blunders 
and for gigantic fraud convinced manage- 
ment of the urgent need for adequate 
systems of internal control. The internal 
auditor acquired widespread recognition 
as the expert specializing in the design and 
maintenance of internal controls. 

The Institute has served as a means of 
publishing the ideas of the most progres- 
sive members of the internal auditing 
group and of drawing attention of general 
corporate executives to the possibilities 
inherent in this type of service to manage- 
ment. It has also done much to clarify 
relationships with the public accounting 
profession. 


RELATIONS WITH INDEPENDENT 
PUBLIC ACCOUNTANTS 


Internal auditing fulfils an economic 
need quite separate and distinct from the 
services rendered by independent public 
accountants. Although the CPA may 
serve as consultant to management on 
accounting and financial problems, his 
advisory functions are often less significant 
in audits of very large corporations than 
when dealing with smaller businesses. Re- 
gardless of the size of the client’s business, 
the certified public accountant must al- 
ways bear a major responsibility to stock- 
holders, creditors, bankers, government 
and to the general public which reads the 
financial reports he certifies. In fulfilling 
the strenuous requirements of his profes- 
sion, he is automatically barred from per- 
forming the full time continuous research 
into the detailed operations of a single 
corporation which management needs in 
order to do its job with maximum effective- 
ness. 

To many large corporations involving a 
variety of complex technical operations 
conducted on a gigantic scale, the in- 
dependent public accountant has an ex- 
ceedingly difficult task in satisfying him- 
self as to the reliability and adequacy of 
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the statements he is asked to certify. It 
would be quite impracticable for him to 
delve into operating procedures in suffi- 
cient detail to develop reports to manage. 
ment comparable with those produced by 
the internal auditing staff. If he were to 
attempt to do so, he would necessarily 
sacrifice the variety of professional ex. 
perience and the independent status which 
characterize the public practitioner. 

It is equally out of the question for the 
internal auditor to replace the independent 
public accountant. Although the internal 
auditor is independent in the sense of not 
being responsible to the heads of the de- 
partments whose activities he reviews, he 
is in no position to give assurance to out- 
siders as to the validity of financial state- 
ments. The internal auditor is a salaried 
employee, responsible to the top manage- 
ment group of the corporation employing 
him. He has no liability to third parties 
who rely upon published financial data. 

Some years ago the public accounting 
profession may have viewed the advent of 
internal auditing with some misgivings. 
The possibility of a reduction in the extent 
of services required from public account- 
ants was clearly suggested. A few corpora- 
tions openly admitted that one objective 
in establishing internal auditing depart- 
ments was to reduce the scope and cost of 
audits by independent public accountants. 
To carry out this objective the internal 
auditors were instructed to work as as- 
sistants to the public accountants during 
the annual audit, preparing schedules and 
doing other routine tasks which might 
otherwise have been assigned to junior 
members of the public accountant’s staff. 
This attitude appears to have disappeared 
completely as a better understanding of 
the potential usefulness of internal audit- 
ing was gained. Those corporations with 
the best developed internal auditing stafis 
are utilizing the service of certified public 
accountants as much as ever, and the pub- 
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lic accounting profession has come to 
regard the existence of a good internal 
auditing staff as a highly essential element 
of internal control. More and more the in- 
dependent auditor is coming to rely upon 
evaluation of internal controls as a funda- 
mental approach to the problem of veri- 
fication. By review of the reports and work 
papers of the internal auditing staff, the 
public accountant can add immeasurably 
to the effectiveness of his examination. 
Corporation executives have similarly 
adopted the view that the internal audit 
program can yield such substantial bene- 
fits that to interrupt its operation by as- 
signing internal auditors to work as junior 
staff members for public accountants is 
shortsighted false economy. This does not 
deny the benefits of cooperation between 
internal auditors and public accountants 
but emphasizes the difference in their ob- 
jectives and the importance of each 
service. Periodic audits of large corpora- 
tions by public accountants are largely 
devoted to verification of financial state- 
ments; the work of the internal auditors 
emphasizes the appraisal of internal con- 
trols, measurement of the extent of com- 
pliance with company policy and evalua- 
tion of performance by operating per- 
sonnel. 


COMPARISON OF THE WORK OF INTERNAL 
AUDITOR AND PUBLIC ACCOUNTANT 


The difference in objectives, scope and 
emphasis of internal auditing work as con- 
trasted with public accounting may be il- 
lustrated by a specific example. Let us 
consider the audit procedures applied to 
plant and equipment by each type of 
auditor. 

The internal auditor may begin his 
examination in somewhat the same way as 
the public auditor. He prepares from the 
ledger accounts an analytical schedule 
showing the beginning balances, additions, 
retirements and closing balances. In in- 


521 


vestigating the transactions underlying 
these changes the internal auditor con- 
centrates his attention on the controls 
applicable to acquisition, maintenance and 
retirement. He seeks to determine whether 
these prescribed control procedures are 
adequate and whether they are con- 
sistently followed. He is not so much con- 
cerned with verification of dollar amounts 
as he is in determining whether the assets 
acquired were properly authorized prior 
to the date of purchase, whether actual 
costs incurred were accurately forecast by 
budgetary allotments, and whether peri- 
odic reports of acquisitions, inspections, 
repairs and retirements are reliable and 
current. He reviews and appraises the 
adequacy and effectiveness of ail per- 
tinent internal records and procedures, and 
weighs performance under existing policies 
and methods with a view to recommending 
changes that would permit more effective 
utilization of the company’s investment in 
plant and equipment. He normally in- 
cludes a physical inspection of fixed assets 
in his examination in order that he can 
form an opinion as to the accuracy of the 
detail property records, and the condition 
of equipment. Physical inspection will also 
serve to disclose whether equipment re- 
moved from use temporarily or per- 
manently or transferred between depart- 
ments has been reclassified or written off 
the accounting records. 

The public accountant’s approach to 
the audit of plant and equipment em- 
phasizes verification of the dollar amounts 
contained in the financial statements. He 
is not particularly concerned with internal 
controls relating to fixed assets because the 
likelihood of theft or permanent disap- 
pearance is slight. Since his objective is to 
express an opinion regarding the fairness 
with which the balance sheet and income 
statement present the company’s financial 
position as of a given date and the results 
of its operations for a given period, he 
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adopts those auditing procedures which 
will, with the least expenditure of time, 
produce sufficient evidential matter to 
afford a reasonable basis for such opinion. 
The public accountant must also gather 
evidence which will permit him to in- 
dicate in his certificate whether the client’s 
financial statements are presented in ac- 
cordance with generally accepted prin- 
ciples of accounting and whether such 
principles have been consistently observed 
in the current period as compared with 
prior periods. 

To fulfil these obligations the public ac- 
countant will compare the beginning bal- 
ances with the amounts established by the 
preceding audit, verify the additions dur- 
ing the period, observe whether proper 
distinction between capital and revenue 
expenditures has been made, verify the 
retirements of the period and the related 
adjustment of depreciation allowances, 
and determine whether the depreciation 
charges for the year are fair and adequate. 
By these procedures he is able to deter- 
mine whether the client’s representations 
as to dollar amount of plant and equip- 
ment owned are fair and reasonable. The 
public auditor does not ordinarily judge 
the adequacy of the maintenance program 
nor touch on compliance with prescribed 
managerial policies. 


CONTENT OF THE INTERNAL AUDITING 
PROGRAM 

Many of the men employed by large in- 
dustrial corporations during World War II 
for the purpose of organizing internal 
auditing departments came from the 
public accounting profession. With little 
in the way of precedent to guide them in 
the organization of the internal audit pro- 
gram and related investigative techniques, 
it was not surprising that they carried over 
to their new jobs the work habits and tech- 
niques acquired as public accountants. 

The typical internal auditing program 
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during the early war years laid great stress 
on the verification of balance sheet items, 
The procedure of verification involved the 
analysis of ledger accounts and the vouch- 
ing of supporting documents. Along with 
this process of verification the internal 
auditor began to spend an_ increasing 
amount of time in appraising the account- 
ing procedures and pointing out weak- 
nesses in internal controls. He found that 
the executives receiving his reports were 
more interested in learning whether com- 
pany policies were being followed and 
whether working procedures were ade- 
quate than they were in the verification of 
dollar balances appearing in financial 
statements. As a consequence, internal 
audit programs underwent a significant 
revision. Rather than organizing the 
year’s work into the traditional assign- 
ments such as the verification of cash, 
accounts receivables, accounts payable 
and other balance sheet items, the internal 
auditor began to include such projects as 
the appraisal of purchasing activities, 
which stressed the determination of the 
over-all efficiency of an important func- 
tional division of the company. 

Some internal auditors followed the 
trend toward analysis of operations so far 
that they were soon devoting the major 
portion of their efforts to investigations of 
operating problems as opposed to account- 
ing and financial matters. This naturally 
raised the question of whether the internal 
auditing staff should be limited to men 
trained in accounting or should be ex- 
panded to include industrial engineers and 
other types of technicians. In the com- 
panies following this trend in internal 
auditing, it became common practice to 
approach the construction of the internal 
audit program through the organization 
chart rather than through the financial 
statements and accounts. The internal 
audit program began to be dominated by 
numerous departmental audits such 4s, 
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“Examination of the Receiving Depart- 
ment,” or “Examination of the Industrial 
Relations Department.” The investigative 
procedure on such projects involved the 
study of lines of authority, adequacy of 
job instructions, flow of paper work, 
duplication of records, reports, etc. 

Thus, at present, two major schools of 
thought can be distinguished in the prac- 
tice of internal auditing. One group, and 
the larger of the two, lays primary em- 
phasis on the review of accounting and 
financial matters as a means of evaluating 


the system of internal control; the second 
group is largely concerned with measuring 
the efficiency of performance of specific 
departments or other functional units of 
the organization. The work of the first 
group is clearly a specialized field of ac- 
counting, especially adopted to the needs 
of large corporate enterprises. The work 
of the second group can hardly be included 
within the usual domain of the accountant, 
yet is founded on the investigative prin- 
ciples and techniques developed by the 
public accounting profession. 
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THE INVENTORY CHALLENGE 


JosEF GOLIGER 
General Manager, Paramount Woodwork Company, Milwaukee, Wisconsin 


bookkeeping system, the treatment 
of inventories has always been a 

rather perplexing problem. Even today 
accountants disagree, not merely on meth- 
ods and procedures of treatment, but even 
on fundamental principles on inventory 
position and interpretation. This is a 
challenge to the accounting profession to 
which a satisfactory response is still miss- 
ing, despite the flood of literature on in- 
ventory questions during the last decade. 

The main difficulty for a realistic con- 
templation of the problem stems, in the 
author’s opinion, from the dualism in- 
herent in the inventory account which 
influences both the balance sheet and the 
income statement. Withdrawn from the 
manufacturing costs on the income state- 
ment as closing inventory, it is added to 
the current assets on the balance sheet. 
The withdrawal movement on the income 
statement is essential to determine the 
cost of goods sold and, consequently, the 
gross profit, while its addition to the cur- 
rent assets on the balance sheet influences 
the size of the working capital figure. 

Among the many problems arising from 
this dualism of position, the valuation 
problem seems to be of foremost impor- 
tance, for it is the valuation of this account 
that affects to an important degree the 
profit and the income tax liability. 

Regardless of the prevailing economic 
trend, overvaluation of inventories is 
undesirable and dreaded by business for 
its unfavorable implications and the fol- 
lowing consequences: 
. retardation of past expense absorption, 
. understatement of cost, 
. overstatement of profit, 


. inflation of income tax liabilities with un- 
realized profits, 


S ve the inception of the double entry 


Whe 


5. inflation of the working capital with an 
asset of doubtful liquidity and often an im- 
provement of current ratio without proper 
foundation. 


During the rising market of the last in- 
flationary years, this fear of inventory 
overvaluation has increased the trend 
towards “LIFO” as a preferable valuation 
method. 

Modern accounting with its emphasis on 
matching current costs with current reve- 
nues looks at inventory values with the 
same critical detachment as modern man- 
agement. Period costs have consequently 
gained in stature, while the usefulness of 
the unit cost conception is meeting with 
ever increasing doubt. 

This leads us to the old controversial 
question as to which costs should be in- 
cluded in and which ones excluded from 
inventory. The focal point here is the fixed 
cost problem. Are the fixed charges pure 
period costs, are they pure product costs 
or a mixture of both elements? 

In the light of the dualistic approach to 
the inventory problem, the exclusion argu- 
ment for fixed costs seems to gain con- 
siderable ground. It seems now obvious 
that fixed charges, being mainly functions 
of time, have no place in an account of 
such diversified influences. Left partially 
in the inventory, fixed costs increase the 
gross and net profit, and, on the balance 
sheet, the working capital. This is hardly 
compatible with business logic. Fixed costs 
in the inventory are not a profit increasing 
factor; neither do they improve the work- 
ing capital position. However, the tradi- 
tional treatment must lead ultimately to 
such distortions of values and the possible 
benefit of the tax collector. 

This trail of thought should lead to the 
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Exhibit No. 1 


Gross Sales .. 
Less Sales Returns and Allowances. 


Net Sales. 

‘ariable Costs 

Purchased Materials 
Direct Labor Cost. 
Variable Mfg. Expense 


Beginning Inventory 
Closing Inventory 


Add (Deduct) Difference 
Variable Cost of Goods sold 
Variable Shipping and Selling Expense. 
Variable General and Administration Expense. . 


Total Variable Cost. 


Marginal Income. 
Less Fixed Cost. 


Net Operating Income. 
Other Income. 


Total Income 
Less Other Expenses. 


Net Income before Taxes. 
Estimated Income Taxes. 


Net Income after Taxes. 


XXXXXXXXXXX 
XXXXxX 
XXXXXXXXXXXX 
XXXXXXXX 
XXXXXXXX 
XXXXXXXXX 
XXXXXXXX 
XXXXXXX 
XXXXXXX 
XXXXXXX 
XXXXXXX 
XXXXXXX 
XXXXXXX 
XXXXXXXXXX 
XXXXXXXXXX 
XXXXXXXXXXX 
XXXXXXXX 
XXXXXX 
XXXXXXXXK 
XXXXXX 
XXXXXXX 
XXXXXxX 
XXXXXX 


conclusion that fixed costs are true period 
costs and nothing else, regardless of how 
arbitrarily the expiration periods might 
have been chosen for the sake of business 
or tax convenience. To leave any portion 
of them in the inventory, as it is done 
under the unit cost method, precludes the 
complete matching of current costs with 
current revenues and can lead to inventory 
profits with all their undesirable implica- 
tions. There seems to be no division of 
opinion as to the proper treatment of 
selling, shipping, general and administra- 
tive expenses. These, accountants agree, 
ought to be treated as period costs in their 
entirety, fixed and variable components as 
well. A similar reasoning seems to be even 
more cogent with respect to the fixed costs 
allocated to manufacturing. 

Whenever the period-cost opinion 
should find official recognition, procedures 
will have to be worked out for a transition 


method as well as for a completely new 
start. The difficulty lies not so much in the 
process of disengaging the fixed costs of 
manufacturing from product costs as in 
the process of placing these detached costs 
at the point of greatest advantage in the 
interest of good accounting and clear re- 
porting. 

Exhibit No. 1 proposes an income state- 
ment form with fixed charges treated as 
period costs. There may be many other and 
better suggestions forthcoming, once the 
practical need has arisen. 

The dual purpose of the inventory ac- 
count is the source of some hazy concep- 
tions and a challenge to our profession. 
There should be an ever growing research 
activity commensurate with the magni- 
tude of the task. It should at least be 
worth trying for everyone who is not 
satisfied with merely treading the beaten 
path. 
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A CRITICAL ANALYSIS OF ACCOUNTING 


CONCEPTS OF INCOME 


Norton M. BEDFORD 
Assistant Professor, Washington University 


have made remarkable progress toward 

a synthesis of accounting procedures. 
Both the American Accounting Associa- 
tion and the American Institute of Ac- 
countants have contributed to this, gather- 
ing together diverse practices into a some- 
what cohesive body of acceptable account- 
ing principles. While it will be contended 
by some that the statements and bulletins 
by the accounting groups are not at- 
tempts to synthesize accounting pro- 
cedures, a detailed examination reveals 
that more than anything else such is their 
nature. More often than not the formula- 
tions may be viewed as a framework into 
which prevailing accounting practices are 
fitted. Of course, it is true that procedures 
other than those used in practice have at 
times been suggested, but such suggestions 
appear to be attempts to reconcile different 
views. 

There has not been universal acceptance 
of the principles and procedures set forth 
by the two accounting groups but it ap- 
pears that enough progress in this direc- 
tion has been made to warrant an assump- 
tion that their statements are representa- 
tive of the views held by accountants. 
Especially is this so if it is assumed that 
the formulations are in the nature of syn- 
theses of extant accounting practice. In 
addition, the current interest in the con- 
cept of income used by accountants makes 
it appropriate to go along with the as- 
sumptions and examine the concept of 
income within the various formulations of 
accounting principles and procedures. 

It is proposed here to examine the con- 
cept of income as expounded within cer- 
tain of the Research Bulletins of the 
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American Institute of Accountants and the 
1948 Revision of Concepts and Standards 
Underlying Corporate Financial State- 
ments by the American Accounting As- 
sociation. The purpose of this examination 
is to point out variations in the account- 
ants’ concept of income to the end that 
future reporting may be improved. 

Broadly considered, the accountants’ 
task of measuring income is similar to that 
of a boy counting the logs which float down 
a river. Just as a definition of a log is neces- 
sary for the boy, a definition of the nature 
of income is needed by accountants. Like 
the boy selecting a position from which 
the logs may be counted, accountants must 
decide from what position or from whose 
view income should be measured. Finally, 
just as the boy must choose to count the 
logs as they come into view, as they pass a 
certain point, or as they disappear from 
sight, accountants must decide when in- 
come is to be recognized. 

The foregoing analogy suggests that the 
solution to the accounting problem of in- 
come is to be found in answers to the fol- 
lowing questions: 

1. What is income? 

2. Whose income should be reported? 

3. When should income be recognized? 

Let us note some of the possibilities 
which accountants might adopt as answers 
to the stated questions and then examine 
the answers presented in the formulations 
by the accounting groups. 

As to the nature of income, it seems that 
three concepts of income exist in custom- 
ary and popular usage: 

1. Psychic income which may be viewed 
as a flow of satisfaction. 

2. Real income which may be considered 
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as a flow of goods or services. However, a 
definition of a good or a service suggests 
that more accurately this concept may be 
thought of as a flow of abilities in goods 
and service to satisfy wants. 

3. Money income which must refer to 
the flow of money or its equivalent without 
consideration of the value of money. 

As to whose income or from whose view 
income should be reported, there are 
several groups interested in each business 
enterprise and the income accruing to any 
group might be reported. Thus the re- 
ported income might reflect the gain of the 
economic entity, without considering the 
investors to whom the income accrues, or 
it might reflect the gain accruing to one or 
more groups of investors in the entity. 

Regarding the time when income should 
be recognized, there are two phases of the 
problem, as follows: 

1. When shall revenue be recognized? 

2. When shall expense and loss be 
recognized? 

It has been asserted that in reality the 
problem has but one phase, as the amount 
of expense or loss to be recognized is simply 
the cost of obtaining the revenue. This 
view, however, is avoided here for such is 
not what the statements advocate in all 
cases. Therefore, the two phases require 
separate answers. 

It is possible conceptually to recognize 
revenue in at least the following times: 

1. Simultaneous with production and 
distribution efforts. 

2. At the legal sale date. 

3. At the disposition date of goods and 
services. 

4. At the time cash is collected. 

Expense and loss may likewise be recog- 
nized among others in at least the follow- 
ing times: 

1. At the acquisition date of goods and 
services. 

2. At the time cash is spent. 

3. At the disposition date of services or 
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rights in property. 
4. At the disposition date of property. 


ACCOUNTING CONCEPTS AND STANDARDS 
UNDERLYING CORPORATE FINANCIAL 
STATEMENTS 


In the light of our examination, the 
Statement by the Executive Committee of 
the American Accounting Association in- 
dicates that the accountants’ concept of 
income varies in the following respects. 


1. As to the nature of income: 

a. Accounts imply at times that all gains in 
ability to satisfy human wants are reported 
but attempt to report only a portion of the 
gains. 

b. Accountants sometimes endeavor to meas- 
ure in terms of money the gain in ability to 
satisfy human wants. At other times ac- 
countants report a gain of money as income 
when there is little evidence that a gain of 
money measures a gain in ability to satisfy 
human wants. 

2. As to whose income should be reported: 

a. Accountants tend to report the income ac- 
cruing to the total stock equity group, but 
do not consider gifts accruing to the total 
stock equity group as a part of income. 

b. Accountants imply that the income of the 
business entity is to be reported but tend to 
report the income accruing to the total stock 
equity group. 

3. As to when income should be recognized: 

a. Accountants state that revenue is to be 
recognized at the disposition date of 
property but revert to the cash receipts date 
under certain circumstances. 

b. Accountants advocate at times that ex- 
pense and loss should be recognized at the 
time revenue is recognized, but are forced to 
recognize certain losses at other times. 

. Accountants recognize some expense and 
loss at the disposition date of rights in 
property and other expense and loss at the 
acquisition date of the rights in property. 

d. Accountants insist on objective evidence 
before either revenue or expense or loss are 
to be recognized but, nevertheless, they do 
use considerable subjective evidence. 

e. Accountants recognize some expense and 
loss at the disposition date of property and 
other expense and loss at the disposition 
date of the rights in property. 
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The following discussion sets forth in 
more detail the variations in the account- 
ants’ concept of income as it is presented 
in the American Accounting Association’s 
Statement. 


The Nature of Income 


The Statement apparently is based on 
the assumption that the nature of income 
is obvious or that no acceptable view of 
it exists, for a specific definition of the 
nature of income is not presented. Only a 
generalization that “The income of an 
enterprise is the increase in its net assets 
(assets less liabilities)’ is offered. The 
following definition of assets is submitted: 
“The assets or economic resources of an 
enterprise are its rights in property, both 
tangible and intangible.’” Thus it appears 
that income is an increase of net rights in 
property. Presumably an increase of rights 
in property refers to an increase in the 
ability of property to satisfy wants. In 
any event, income is not construed as a 
mere increase of physical forms. Also, it 
would appear that income is not thought 
of as an increase in money or its equiva- 
lent. 

However, the next sentence reads, ‘“The 
most commonly useful financial state- 
ments report the origin and disposition of 
the assets of an enterprise in terms of 
costs established and recorded at the time 
the assets are acquired.’* Presumably this 
sentence applies to cash and receivables as 
well as items of merchandise and equip- 
ment. It seems that the formulation 
should mean this, for the basic nature of 
cost is something given up or sacrificed. 
Thus, the cost of cash is merchandise and 
other services given up to acquire the 
cash. This does not mean, however, that 


1 Unless indicated otherwise, all quotations in this 
section are from Accounting Concepts and Standards 
Underlying Corporate Financial Statements, 1948 Revi- 
sion by the Executive Committee of the American Ac- 
counting Association. For this quotation see Page 3. 

2 Ibid., p. 2. 
Ibid., p. 2. 
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the cost of cash is the cost of merchandise 
given up to acquire the cash, for cost may 
be established by either a purchase or a 
revenue transaction as is recognized in the 
American Accounting Association’s State. 
ment. It appears then that accountants 
believe that all assets on hand or assets 
sold should be measured at original cost 
expressed in terms of money. This tenta- 
tive interpretation of the formulation jis 
strengthened by a later statement to the 
effect that evidence of cost of an asset 
purchased 

.is found in the cash outlay, in the fair 
market value of any noncash consideration, or, in 
the absence of these measures of cost, in the fair 
market value of the asset acquired. The measure 
of cost for an asset received through a revenue 
transaction is fair market value, ordinarily indi- 


cated by the established selling price of the goods 
or services sold.‘ 


It is not clear whether the Statement 
refers to income as legal rights in property 
or economic rights in property, but under 
either definition we are now in a position 
to observe that it is possible for rights in 
property to arise and disappear and yet 
not influence the reported income of the 
enterprise. Typical of such unmeasured 
economic rights in property would be 
goodwill created and destroyed. Also, 
definitely an unmeasured legal right in 
property and possibly an economic right 
as well would be a contract to buy some- 
thing in the future. 

Therefore, it appears that the account- 
ants’ concept of income is the increase in 
some rights in property. The rights ex- 
cluded are those to which no cost ‘is 
attached. This suggests that there may be 
a better conception of the nature of in- 
come inherent in the procedure of measur- 
ing assets in terms of a money cost. If 
assets are measured at money cost, income 
is an increase in the net costs (costs— 
including cash and receivables—less li- 


‘ Ibid., p. 2. 
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abilities) measured in terms of money at 
the time the cost is incurred. A concept of 
income as an increase in net costs implies 
that income is a gain of money or its 
equivalent rather than a gain of rights in 
property, for the increased net costs in 
terms of money was necessarily first recog- 
nized as a gain of money and not neces- 
sarily as a gain of rights in property. This 
view of the accountants’ concept of the 
nature of income is strengthened by the 
realization that under the Statement’s 
implied procedure for determining cost, 
a mere increase in the price level would 
yield an income if property were sold and 
a new cost established by the “revenue 
transaction.’”’ While the formulation does 
not define “rights in property,” it seems 
that a change in the value of money would 
not reflect an increase in the rights in 
property. Therefore, no income should be 
recognized from a price level change if the 
formulation’s defined view on the nature 
of income is used. The conclusion is that 
accountants must think of income as a 
gain of money or its equivalent. However, 
this suggestion that income is considered 
again of money or its equivalent is weak- 
ened by the following footnote: 

A marked permanent change in price levels 
might impair the usefulness of statements report- 
ing asset costs; however, price changes during 
recent years do no afford sufficient justification for 
a departure from cost.® 


Clearly this implies that the nature of 
income is rights in property gained but 
measured in terms of money. However, 
it is asserted later in the Statement that 
“The usual criteria for the recognition of 
revenue are subject to modification where 
there is an extended period of collection.’” 


_ § This assumes that these increases in assets excluded 
by the Statement in determining income are not to be 
considered a part of the increased costs. For example, 
an increase in net costs arising from stockholders con- 
tributions would be excluded. 

Ibid., p. 3. 

Tbid., p. 3. 
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Therefore, in spite of the footnote, a gain 
of money or its equivalent rather than an 
increase of rights in property must be 
considered to be the nature of income, as 
rights in property must have increased, at 
least in part, with the acquisition of the 
right to collect. The deferment of the time 
for recognizing the increase until cash is 
received indicates that income must be 
something other than a mere increase of 
rights in property. 

Before leaving the problem of the nature 
of income, it seems appropriate to note 
that conceptually income may be an in- 
crease in rights in property, but that 
measurement of such is almost impos- 
sible. Because of the measurement diffi- 
culty, it may be intended that only a 
rough approximation of income of rights 
in property is possible. However, if this 
was the intent, it seems especially im- 
portant that this be stated for the pro- 
cedures advocated definitely determine a 
money or its equivalent type of income. 


The Location of Income Recognition 


It is not stated whose income it is that 
is to be reported or when the income is 
to be recognized. However, the statement 
that ‘The income of an enterprise is the 
increase in its net assets (assets less li- 
abilities)”’® and the further observation 
that ‘The income of a corporation is not 
affected by the issuance, acquisition, or 
retirement of the corporation’s own capital 
shares, adjustments of stockholders’ in- 
terests, or dividend distributions by the 
corporation,”’® suggests that it is the in- 
come accruing to the total original stock 
equity group (the group that contributed 
to the entity whether or not such are the 
present owners) that is to be measured. 
But the sentence that ““Revenue does not 
arise from a gift’’° indicates that some 


Ibid., p. 3. 
[bid., p. 3. 
 [bid., p. 3. 
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gain accruing to the total original stock 
equity group is not income. One might 
then conclude that it is the income of the 
economic unit that is to be recognized, 
for a gift to an economic entity is similar 
to a stockholder’s contribution to the 
entity, which is not income. But this 
conclusion is refuted by the statement that 
“Revenue is a generic term for. . . (c) the 
gain from advantageous settlement of 
liabilities." If the losses of creditors 
should be treated as income, the reported 
income must be the gain accruing to the 
stockholders, for to the entity such is 
just a change in the nature of the equities 
in the firm. 

However, it is possible to reconcile this 
seeming variation in the concept of income 
by assuming that the reported income is 
the gain earned by the entity for the stock- 
holders. This requires an assumption that 
advantageous settlements with creditors 
are earned gains—in many cases an un- 
warranted assumption. Also, if retirement 
of bonds below book value is an earned 
gain, retirement of senior stocks below 
book value must be an earned gain for the 
remaining stockholders. It is even a gain 
to the original junior stock equity group, 
for to the junior stock equity group, senior 
stock carries an economic status similar 
to bonds. 


The Timing of Income Recognition 

The wide disagreement in practice as to 
when income should be recognized is re- 
flected in the Statement at many points. 
The Statement starts with the view that 

Revenue is recognized upon the transfer of an 
asset, the performance of a service, or the use of a 
resource of the enterprise by another party, ac- 
companied by a concurrent acquisition of an asset 
or a reduction of a liability.” 

The implication that revenue is to be 
recognized at the disposition date of assets 


Tbid., p. 3. 
2 Tbid., p. 3. 


or services is definite. Yet it is stated 
later, ‘“The usual criteria for the recogni- 
tion of revenue are subject to modification 
where there is an extended period of col- 
lection. This implies that revenue 
is to be recognized upon the receipt of 
cash. The formulation makes no attempt 
to synthesize the two variations in the 
times of realization. It is believed that 
such a synthesis would be accomplished 
by stating that revenue is to be recognized 
when the asset acquired will be collected 
or used in the business within a certain 
period of time.” 

The statement that ,‘‘Expense is the 
cost of assets or portions thereof deducted 
from revenue in the measurement of in- 
come’ implies that expense and _ loss 
could be recognized at a time other than 
when revenue is recognized—as complete 
matching of costs and revenues on a 
product basis would do. This implication 
is revealed when the term ‘‘deducted from 
revenue” is used. Had it been intended to 
match costs and revenues on a product 
basis, it should have been stated that 
expense would be the cost associated with 
the obtaining of the revenue. From this 
implication, one must conclude that the 
statement is based on the assumption that 
revenue and expense and loss should be 
recognized in part as separate items.” 

As to when expense and loss is to be 
recognized, it is indicated that it may be 
recognized at different times, as follows: 

Expense is given recognition in the period in 
which there is (a) a direct identification or as- 
sociation with the revenue of the period, as in the 
case of merchandise delivered to customers; (b) 
an indirect association with the revenue of the 
period, as in the case of office salaries or rent; or 
(c) a measurable expiration of asset costs even 
though not associated with the production of 


18 Tbid., p. 3. 

'§ Such a synthesis would greatly improve present- 
day procedures of installment sales accounting. 

Tbid., p. 3. 

6 Conclusions from implications are not sound 
enough for our purposes. However, further reading ot 
the Statement suggests that the conclusion is justified. 
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revenue for the current period, as in the case of 
losses from flood or fire. The revenue deductions 
of a period include all costs not previously de- 
ducted from revenue and not applicable to future 
periods.'7 


While the Statement presents a three- 
way classification of the times for recog- 
nizing expense and loss, the basic feature 
of all three phases of the classification is 
the assumption that the disposition date 
of rights in property is the time to be used. 
This is revealed by the sentence to the 
effect that all costs “not applicable to 
future periods’”’ revenues should be recog- 
nized as expense and loss of the current 
period. This must mean that the loss of 
rights in property as well as the disappear- 
ance of property may be considered as a 
loss, for all costs must be expenses or 
losses unless assignable to the production 
of revenue in future periods. Since some 
portions of the rights in property, which 
are not assignable to revenue in future 
periods may be associated with the bring- 
ing in of current revenue and other por- 
tions not so associated, it appears that 
losses of rights in property are considered 
to be a deduction prior to the disposition 
of the property containing the rights. 

At one point it is implied that certain 
items should be recognized as expense or 
loss even prior to the disposition date of 
the rights in property. This is revealed by 
the suggestion that certain selling and 
administrative costs should be charged off 
as expense in the period in which acquired, 
for it is generally recognized that many 
selling and administrative costs are ac- 
quired in one period of time and used to 
produce revenue in another period of time. 
Therefore, the rights in property should 
be thought of as not being disposed of 
until the revenue is recognized. 

In the main accountants desire objective 
evidence of the disposal of rights in 
property. But subjective evidence is indi- 


[bid., p. 4. 


cated as suitable in certain instances. This 
is revealed by the following sentence: 

Expense not subject to precise measurement 
should be based on estimates of a definite and con- 
sistent character and should be in reasonable con- 
formity with policies generally established within 
the industry or trade.'8 


As a result of the conflict between ac- 
curacy and objective evidence, it seems 
that accountants at times recognize losses 
at the disposition date of property and at 
other times recognize losses at the dis- 
position date of rights in property. The 
second procedure is used when obsolete 
merchandise is written down. The dis- 
position of property date is necessarily 
used when it is discovered that the buyer 
of property will not buy all of the apparent 
rights in the property, but does buy the 
property for some of the rights in it. As a 
result, the rights lost by not being sold are 
recognized as a loss, although considered 
as an expense, on the date the property is 
sold. 


Summary 


If the American Accounting Associa- 
tion’s Statement is representative of the 
accountants’ concept of income, one must 
conclude that considerable development 
in accounting must take place before 
complete consistency will exist in the 
accountants’ concept of income. 


ACCOUNTING RESEARCH BULLETINS 


It is necessary to note the nature of 
these bulletins. In the first place, they 
represent guides to practicing accountants 
in handling special situations. The Com- 
mittee on Accounting Procedure indicated 
that the bulletins are directed toward the 
problems of accounting for profit enter- 
prises. Several of them are applicable to 
the war years alone and do not bear on 
practice at the present time. Also, some 
bulletins imply accounting treatment dif- 


Tbid., p. 4. 
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ferent from that advocated in other bulle- 
tins. Therefore, it seems that the bulletins 
must represent pronouncements of a na- 
ture which can hardly be called standards 
or principles of accounting. 

Although the bulletins are not a formal 
statement of accounting standards, it is 
evident that underlying them are certain 
basic concepts which do not change with 
every slight change in economic conditions. 
It appears that the questions considered 
here on the nature of income, the entity 
or persons whose income should be re- 
ported, and the time for recognizing in- 
come are somewhat basic in nature and 
should be somewhat consistent. There- 
fore, the bulletins may be examined as 
though they reflected the accountants’ 
concept of income. 

In the light of this examination, the 
bulletins by the American Institute of 
Accountants indicate that the account- 
ants’ concept of income varies in at least 
the following respects. 


1. As to the nature of income: 

a. Accountants generally report a money or its 
equivalent type of income but at times at- 
tempt to report a gain of rights in property 
as income. 

b. Accountants generally report money or its 
equivalent as income but do not report all of 
it as income. 

2. As to whose income should be reported: 

a. Accountants imply that the income re- 
ported should be that accruing to present 
stockholders, but do not recognize gains and 
losses on retirement of stock as income. 

b. Accountants state that the income of the 
legal entity should be reported but prepare 
consolidation returns and at times report 
the income accruing to more than one 
group. 

c. Accountants report the income accruing to 
the total original stock equity group yet 
refer to bond interest as a claim against in- 
come. If bond interest is a claim against in- 
come, accountants must consider net in- 
come to be that accruing to the economic 
entity or to all investors. 

3. As to when income should be recognized: 
a. Accountants recognize revenue at the sales 


date, collection date, and construction date 
but are not consistent as to when each 
should be used. 

b. Accountants recognize expense and loss at 
the disposition date of rights in property, at 
the acquisition date of right in property, 
and at decision of accountants or manage. 
ments. 


The Nature of Income 


These bulletins, like the American 
Accounting Association’s Statement, fail 
to set forth the exact nature of income or 
what it is considered to be. However, the 
insistence on cost valuation throughout 
the bulletins suggests that money or its 
equivalent is the nature of income. 
George O. May implies that the cost 
basis of accounting assumes an accounting 
for money or its equivalent. He states this 
in the following terms: 


Accountants who are most insistent on cost as 
the basis of charges against revenue would prob- 
ably say that over the life of the enterprise the 
income is the money or other property withdrawn 
(measured in terms of money at the time of with- 
drawal) over the amounts of money or property 
paid in (measured in terms of money at the time 
of contribution).!* 


If we can now establish satisfactorily 
that the bulletins do insist on cost, it 
would appear correct to conclude that 
accountants consider income to be money 
or its equivalent. A desire for the cost 
basis of valuation is expressed in several 
bulletins, as follows: 


Accounting for fixed assets should normally 
be based on cost, and any attempt to make prop- 
erty accounts in general reflect current values is 
both impractical and inexpedient. Appreciation 
normally should not be reflected on the books of 
account of corporations.”° 

Generally book or balance-sheet values (using 
the word “value” in this sense) represent cost to 
the accounting unit or some modification there- 
of?! 


19 George O. May, Business Income and Price Levels— 
An Accounting Study (New York, 1949), p. 25. ; 

20 Committee on Accounting Procedure, Accounting 
Research Bulletins, No. 5, p. 37. 
21 [bid., No.9, p. 85. 
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The primary basis of accounting for inventories 
is cost, which has been defined generally as the 
price paid or consideration given to acquire an 
asset. As applied to inventories, cost means in 
principle the sum of the applicable expenditures 
and charges directly or indirectly incurred in 
bringing an article to its existing condition and 
location. 


In spite of their constant reference to 
cost as the basis of valuation, the bulletins 
also sanction procedures wherein amounts 
other than costs should be charged off as 
expenses. The following statement is 
sufficient to indicate that the bulletins 
are not unanimous in their implication 
that income is money or its equivalent. 

The committee is of the opinion that when 
such appreciation has been entered in the books, 
income should be charged with depreciation com- 
puted on the new and higher values. The propo- 
sition is the most important part of the present 
statement and for it there seems to be general 
support.” 


However, there is a far more extreme 
departure from the concept of income as a 
gain of money or its equivalent. This has 
to do with the part of the money or its 
equivalent which will be recognized as 
income, for all money or its equivalent 
earned or lost is not a factor in income 
determination. This is revealed when 
direct charges to surplus are suggested as 
follows: 

The committee recognizes the great impor- 
tance of distinguishing between charges against 
income and charges against earned surplus. It 
does not here undertake to define proper charges 
against earned surplus. For purposes of this state- 
ment it simply takes cognizance of the fact that 
such charges are from time to time found to be 


necessary though perhaps a debatable feature of 
accounts.” 


The foregoing statement provides evi- 
dence to the effect that all money or its 
equivalent earned or lost is not to be con- 
sidered as income. Since the bulletins 


Ibid., No. 29, p. 237. 
3 [bid., No. 5, p. 38. 
** Ibid., No. 8, p. 64. 


have not set out in clear terms which 
losses or gains should not be included, it 
would appear that the items excluded 
would vary from one company to another. 
Therefore, by implication, one might con- 
clude that the accountants’ concept of 
income varies in what is considered income 
and what is excluded therefrom. Such a 
conclusion is supported by a survey of 
published annual reports. 


The Location of Income Recognition 


The views expressed in the bulletins on 
whose income should be reported indicate 
that some variations prevail in this phase 
of the problem. 

The bulletins start with the statement 
that “‘accounting problems have come to 
be considered more from the standpoint 
of the current buyer or seller in the market 
of an interest in the enterprise than from 
the standpoint of a continuing owner.’™ 
This clearly implies that the income accru- 
ing to present stockholders or creditors 
and stockholders, or some type of an 
approximation to it, should be reported. 
This implication is supported by the 
statement that “Earned surplus of a sub- 
sidiary company created prior to acquisi- 
tion does not form a part of the con- 
solidated earned surplus of the parent 
company and subsidiaries.” If only earn- 
ings since the parent company acquired 
the subsidiary company stock is to be 
considered as income, it appears that it is 
the income of present stockholders which 
the accountant should report. 

In spite of these two statements, the 
Committee is somewhat at variance to 
this view when it supports the concept 
that the retirement of stock at above or 
below book value should not be considered 
in determining net income.” This means 
that the Committee must consider the 
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reported income to be that accruing to 
some total original equity group’s invest- 
ment. Such a group is not the same as the 
present equity group which was indicated 
in an earlier bulletin as a desirable objec- 
tive. 

More than one view of whose income 
should be reported may be reflected in the 
following statement: 

rhe income of an enterprise may be divisible 
among many interests in a certain order of pri- 
ority. The portion which remains after deducting 
prior charges is the net income from the stand- 
point of the interest or interests then remaining. 
As used in corporation accounting, therefore, net 
income means the portion of gross income remain- 
ing after deducting all claims (such as bond in- 
terest) ranking ahead of that of the corporation 
as a legal person.”*8 

One can only guess as to the meaning 
of ‘“‘all claims ranking ahead of that of the 
corporation as a legal person.’’ However, 
the example “such as bond interest’”’ may 
indicate that the committee felt that the 
income to be reported should be that 
accruing to the total original stock equity 
group. If this is the conclusion to be 
reached, the bulletin is inconsistent in the 
following paragraph which reads as fol- 
lows: 

“Net income” is used to indicate the balance 
remaining after deducting from gross income all 
negative elements not heretofore deducted and 
also claims against income ranking ahead of that 
of the person, natural or legal, with respect to 
whom the term is used. From this standpoint a 
statement of income might properly take the 
following form: 


Sales XXXXXX 
Less cost of sales XXXXXX 
Gross income XXXXXX 
Deduct expenses XXXXXX 
Net income from sales XXXXXX 
Deduct bond interest XXXXXX 
Net income of corporation XXXXXX 
Preferred dividends XXXXXX 
Net income for common stock xxxxxx2? 


The derivation of a net income for com. 
mon stock indicates that the final income 
to be reported is not that accruing to a 
total stock equity group but that accruing 
to a junior stock equity group. 

The reference in the bulletins to “posi- 
tive and negative elements” in the de- 
termination of income and further ref- 
erence to “claims against income” suggests 
that the net income to be reported should 
be that of the economic entity. From such 
a reported income various claims would be 
deducted. The following definition of the 
income statement supports this view: 

Income Account (or Income Statement): An 
account or statement which shows the principal 
elements, positive and negative, in the derivation 
of income or loss, the claims against income, and 
the resulting net income or loss of the accounting 
unit.*° 


It is well recognized that a claim is a 
distribution of income whereas a negative 
element in determining income is taken 
into consideration before income is re- 
ported. Therefore, since the stockholders 
must consider bond interest a negative 
element in determining their income rather 
than a claim against their income, one 
must conclude that income is not that 
accruing to stockholders, if bond interest 
is a claim against income.* 

A little reflection suggests that only to 
the economic entity or to the combined 
creditor and equity group could bond 
interest be considered a claim against 
income rather than a negative element in 
determining income. 

One might be inclined to approve the 
variation in the foregoing statements on 
the grounds that the conclusion reached-to 
to the effect that the income to be reported 
is that accruing to the “accounting unit” 
is desirable. However, since the accounting 
unit might be several possible groups of 
equity holders, it becomes evident that 

° [bid., No. 9, p. 84. 

% [bid., No. 9, p. 72. 
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that accountants’ concept of income is not 
dear cut. Unless the “accounting unit” 
is well defined, practice may vary in the 
application of the concept. 

‘From an economic point of view, the 
statement that “The income of the cor- 
poration is determined as that of a sep- 
arate entity without regard to the equity 
ff the respective stockholders in such 
income,’** suggests that the decision as 
to whose income should be reported is an 
is apparent 
when one realizes that a corporation could 
be defined as the economic entity or any 
group interested in the economic entity. 
That is, a corporation is not just a group 
of owners but is a being separate from the 
owners. 
must view both stockholders and creditors 
as sources of funds. While it is possible to 
define a corporation as a group of stock- 
holders, such is not the basic nature of the 


rporation. 


uncrystallized concept. This 


In one sense, the corporation 


indefinite 
nature of the concept of a corporation, it 
may be defined in various ways. 

There is an indication that the bulletins 
are not concerned with the income accru- 


Because of the 


ing to any group below the total original 
stock equity group. This is suggested by 
the statement that ‘adjustments resulting 
from transactions in the company’s own 
capital stock . . . should be excluded from 
the determination of net income under 
all circumstances.” All groups of rank 
less than the total original senior stock 
group would necessarily consider 
some or all gains or losses resulting from 
stock re-acquisition in computing income. 

In summary, the bulletins indicate that 
no little confusion exists on the question 
of whose income should be reported. While 
the bulletins may be partly consistent if 
‘onsidered from the legal approach, the 
economic approach indicates that several 
variations exist. It hardly seems necessary 

® Ibid., No. 11, p. 103 

% Thid., No. 32, pp. 264-05. 


to point out that the economic approach 
is more fundamental. 


The Timing of Income Recognition 
The time for recognizing revenue is 
indicated by the following statement: 


This committee has heretofore stated that in- 
come is a realized gain and in accounting it is 
recognized, recorded, and stated in accordance 
with certain principles as to time and amount; 
that profit is deemed to be realized when a sale 
in the ordinary course of business is effected un- 
less the circumstances are such that the collection 
of the sales price is not reasonably assured; that 
delivery of goods sold under contract is normally 
regarded as the test of realization of profit or loss. 

In the case of manufacturing, construction, or 
service contracts, profits are not ordinarily recog- 
nized until the right to full payment has become 
unconditional, i.e., when the product has been 
delivered and accepted, when the facilities are 
completed and accepted, or when the services 
have been fully and satisfactorily rendered. This 
accounting procedure has stood the test of ex- 
perience and should not be departed from except 
for cogent reasons. 

It is, however, a generally accepted accounting 
procedure to accrue revenues under certain types 
of contracts, and thereby recognize profits, on the 
basis of partial performance, where the circum- 
stances are such that aggregate profits can be 
estimated with reasonable accuracy and ultimate 
realization is reasonably assured.™ 

The variations are even stated. Such 
variations might not be undesirable if 
one knew exactly when and under what 
conditions each time should be used. The 
failure to do this leaves the time for recog- 
nizing income indeterminate, and the 
amount of income reported can vary 
considerably depending upon which time 
is selected. For example, two accountants 
might present different income results for 
the same firm in the same period of time 
if one elected to use the installment basis 
for recognizing income and the other chose 
the sales date as the recognition point. 

Because of the different times now used 
for recognizing income in general purpose 


% Ibid., p. 157. 
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accounting statements, more satisfactory 
reports will be rendered if only one time 
is used for recognizing income. Until that 
one time can be selected, it would seem 
advisable to indicate clearly when dif- 
ferent times may be used. 

Having noted some of the variations in 
the time for recognizing revenue, let us 
now examine the time for recognizing 
expense and loss. The statement “Profit 
is deemed to be realized when a sale in 
the ordinary course of business is af- 
fected’”™ has interesting implications. It 
suggests that expense and loss could in 
some instances be recognized at the dis- 
position of property date. 

However, the following statement sug- 
gests that a different time and different 
evidence should be used for recognizing 
expense and loss. 

From the strictly accounting point of view the 

depreciation charge against income is the element 
of primary importance. It should fairly reflect the 
consumption or expiration of property usefulness 
that has taken place. 
The different time implied is the disposi- 
tion date of the rights in property rather 
than the disposition of property date 
noted previously. The distinction between 
the two dates is that losses may be recog- 
nized well before any disposition of 
property date if accountants recognize the 
loss of rights in property prior to the 
disposition of the property. 

The Committee later states: 

... that it is plainly desirable to provide... 
for all foreseeable costs and losses applicable 
against current revenues, to the extent that they 


can be measured and allocated to fiscal periods 
with reasonable approximation.*” 


The words “approximation” and “allo- 
cated’’ suggest some type of a decision by 
managements or accountants as the basis 
for recognizing losses. Still later, the Com- 
% [bid., No. 1, p. 6. 
% Tbid., No. 5, p. 38. 
Tbid., No. 13, p. 111 
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mittee states “that in accounting for 
tangible fixed assets, depreciation is used 
in a specialized sense and not to describe 
downward changes of value regardless of 
their causes.”** This statement supports 
the view that depreciation should be based 
on a subjective decision. It also suggests 
that a time other than the disposition date 
of rights in property may be used for 
recognizing some expense and loss. This 
suggestion is confirmed by the following 
statement: 


The various methods of computing deprecia- 
tion in use obviously rest on materially different 
assumptions. The fact that methods are em- 
ployed which produce as widely different alloca- 
tions as (a) the diminishing balance method; (h) 
the sinking-fund method; and (c) a unit-cost 
method, emphasizes the truth that the allocation 
bears no close relation to change in value and does 
not attempt to measure the exhaustion which 
actually takes place within a given period—an 
important truth that is not always fully under- 
stood. All that the various methods have in com- 
mon (which is all that could be embodied in a 
definition) is that they are designed to distribute 
the estimated total depreciation incurred or to be 
incurred during the useful life of a unit or group of 
units over that life in a systematic and equitable 
manner.*® 


Under this conception, depreciation ex- 
pense is recognized at the time indicated 
by some systematic method of allocating 
costs. Further support for this conclusion 
is given by the following statement. 


Depreciation accounting is a system of account- 
ing which aims to distribute the cost or other 
basic value of tangible capital assets over the 
estimated useful life of the unit (which may bea 
group of assets) in a systematic and rational 
manner. Depreciation for the year is the portion of 
the total charge under such a system that is al- 
located to the year. Although the allocation may 
properly take into account occurrences during the 
year, it is not intended to be a measurement of the 
effect of all such occurrences.“ 


It has been indicated that the bulletins 


38 Tbid., No. 16, p. 137. 
°° Thid., No. 16, pp. 141-42. 
'° Tbid., No. 20, p. 167. 


|| 
differ 
recog 
name 
erty 
right 
addi 
be re 
denc 
ket | 
unde 
follo 
A 
inven 
good 
Is evi 
posal 
less t 
non, 
cause 


up of 
table 


ex- 
ated 
ting 
sion 


yunt- 
the 
bea 
ional 
yn of 
s al- 
may 
the 
f the 


tins 


A Critical Analysis of Accounting Concepts of Income 537 


differ in that expense and loss may be 
recognized upon two types of evidence; 
namely, upon the disposition of the prop- 
erty and upon a subjective decision that 
rights in property have disappeared. In 
addition, there is evidence that loss may 
be recognized upon a third type of evi- 
dence. This third type is a decline in mar- 
ket price. It is discussed in the bulletins 
under the valuation of inventories, in the 
following terms: 

A departure from the cost basis of pricing the 
inventory is required when the usefulness of the 
goods is no longer as great as its cost. Where there 
is evidence that the utility of goods, in their dis- 
posal in the ordinary course of business, will be 
less than cost, whether due to physical deteriora- 
tion, obsolescence, change in price levels, or other 
causes, the difference should be recognized as a 


loss of the current period. This is generally ac- 
complished by stating such goods at a.lower level 
commonly designated as “market.’" 4 


In summary, it has been pointed out 
that income is recognized at several dif- 
ferent times and upon different evidences, 
and that no specific standard has been set 
as to when the different times or different 
evidences should be used. While the prac- 
titioner is undoubtedly more concerned 
with the circumstances under which each 
time and evidence should be used, the 
theoretical problem is to have all income 
recognized at one time for such would 
permit more accurate interpretation to be 
made of accounting reports. 


‘ [bid., No. 29, p. 238. 
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FINDING THE YIELD ON A BOND 


Hucu E. STELSON 
Associate Professor, Michigan State College 


modifications of Newton’s method for 

approximating the root of an equation 
to the solution of bond problems which 
require very accurate determination of the 
interest rate. The use of Newton’s method 
is explained in an article by D. N. Lehmer.’ 
If 7, is a first estimation to the yield which 
is obtained by graph or by tables, or by 
a mechanical device, a closer approxima- 
tion to the true yield® is obtained by the 
formula 


if Is the purpose of this paper to apply 


(1) 12 = 


where f’(i:) is the derivative of f(i) with 
respect to 7 at the point 4). 

Repeated applications of Newton’s 
formula will give (theoretically) any de- 
sired degree of accuracy. However, it is 
not practical to apply Newton’s formula 
more than once since the value obtained 
by the first application will usually give 
a value of the interest rate for which the 
corresponding function can not be found 
in the table. 

It is desirable to find a formula which 
will give in a single application greater 
accuracy than Newton’s formula and 
which has the advantage of using tabular 
values obtained from the original estima- 
tion of the interest rate, 4). 

The formula, 


2 f' (in) 


‘PD. N. Lehmer, Interest Rate of Investments, Jour 
nal of Accountancy, Vol. 32, 1921, pp. 41-45. 

* We assume conditions with regard to continuity 
etc. which assure success of Newton’s method. 


has been developed in several papers in 
mathematical journals*® but its value in 
solving bond problems has not received 
sufficient attention. Formula (2) will give 
results which are about as accurate 
(empirically) as two successive applica- 
tions of (1). 

The bond formula for the case of an 
ordinary bond is given by 


(3) P=Cv"+Cran at rate i 


where the following notation is used 
>= the purchase price of the bond 
C=the redemption price or face value 
r=the periodic dividend or coupon rate 
n =the number of periods to redemption 
i=the periodic yield or investment 
rate. 
In formula (3), Co"=C(1+7)-" (where 
v=1/1+7) is the present value of the 
redemption price and 


(1—(1+12)~) 


Cran|=Cr 
t 
= Cro+Cro?+Cre?+ --- +Cro" 
is the present value of the dividends 


(since the dividends form an annuity 
whose periodic payment is Cr). 

It is desired to solve equation (3) for i. 
Let us divide both members of (3) by C, 
then let M=P/C, so that we need to solve 
the equation 


(4) —-M=0 


for 1. 


3H. S. Wall, A Modification of Newton’s Method, 
The American Mathematical Monthly, Vol. 55, No. 2, 
1948, pp. 90-94. 

J. S. Frame, A Variation of Newton’s Method, Tie 
American Mathematical Monthly, Vol. 51, No. 1, 1944, 
pp. 36-38. 
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Substitute 1—2"/i for az in (4) and 


multiply the equation by 7, then 
(i—r)o"+r—1M =0 


is to be solved for 7 in place of (4). 
Since 7 is the unknown in this equation, 
we denote the left member by f(z) so that 


5 f(t) 

We propose to use (2) to find a value of 
ij such that f(z)=0. In order to do this, 
find the first and second 
which are given by 


we need to 
derivatives of f(2), 
(6) M. 


- 


i) 


An example may now be presented to 


show how 7 is computed by (2). 


Example: Find the yield of a 4% bond 
for $1,000,000 due in 100 years and 
bought for $1,264,806.66.* By (5), we 
want to find 7 in 


f(i) = + .04 — 1.264806661 = 0. 
By use of a table, it is seen that 7=.03 
is a good estimation. Let 7;=.03, then by 
(5), (6) and (7), we have 


f(.03) = .001535472 
f’(.03) = —1.16225650 
f’"(.03) = —4.95363994 
By (1) 2=.031321. 
By (2) i3= .0313174. 


If even greater accuracy is desired, the 
formula® 
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may be used, where i; is the original esti- 
mation and i; is obtained by (2). 

Formula (8) will give about as much 
accuracy (empirically) as three successive 
applications of (1). 

Now 


(i) 


+n(n+1)0"*? 


1 
ifs 
Hence in the above example f’’’(.03) 


= 4.80935916 so that by (8) 
i,= 03131742. 


n+3 


This result should be correct to at least 
seven places since it agrees with 73; to 
that many places. 


5 Formula (8) is derived as follows: 
Take four terms of a Taylor’s series, 


+ (7-1)? 
ver 
> 
6 
and change it to the form 
2 
A*f(i, 
—2) —— 
6 


where 

) } —f ty ) 

= Af(%) — Afi) 

ih ) =Aflis —A*f( ii) 

the tabular value next greater than 

We now set f(i)=0 and solve for i—7; by successive ap- 
proximation. (See Freeman, “Mathematics for Actuar- 
ial Students,” Part II, p. 89.) 


f( 1;) 


* See footnote 1. 
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THE PLEA FOR SMALL BUSINESS 


RICHARDS C. OSBORN 
Associate Professor, University of Illinois 


headline news even though it has 

traditionally been characterized by 
a considerable degree of risk and an ex- 
tensive number of failures. Many new 
enterprises have been started each year 
but almost as many have ceased opera- 
tion. Only moderate efforts were made in 
the past to decrease the number of these 
failures, however, and there was little 
awareness of any problems peculiarly 
applicable to small business. Such matters 
did not receive national attention and 
there was no special public interest in the 
problems of small firms. 

A rough measure of public interest is to 
be found in the number of articles on a 
subject in the various periodicals. Prior to 
the late thirties, the periodical indexes 
did not list many such articles and not 
until then was a separate “Small Business” 
subheading introduced into these indexes. 

Why did this interest develop? The 
depression was a major cause; since small 
business is very sensitive to changes in 
economic conditions, the number of busi- 
ness failures increased rapidly and the 
number of new firms decreased. In addi- 
tion, the proportion of businesses making 
a profit declined to the point where in- 
dustry as a whole was scarcely breaking 
even. Small manufacturing corporations, 
those with less than $250,000 of assets, 
were so disrupted that 84% of them lost 
money in 1932. 

As business profits returned, but un- 
employment continued, the doctrine of 
secular stagnation gained a vogue. Since 
it is apparent that small business ordi- 
narily hires a considerable proportion of 
all laborers, the specific problems of small 
business and its lack of investment oppor- 


S ice BUSINESS has not always been 


tunities became publicized. Furthermore, 
the Federal government was currently 
thinking of aid to all depressed groups and 
small business was obviously in this cate. 
gory. 

Perhaps the most important force giving 
impetus to the notion of aid for small 
firms was political. Just as it has been 
politically expedient to call for lower 
taxes it is plausible to demand that some- 
thing be done for the little fellow as a 
simple matter of social justice—and poli- 
ticians can do much with any problem as 
noble and general as social justice. 

But the clamor for aid to the small man 
was strategically connected with the de- 
pression period. Business generally was in 
the social and political dog house, but the 
“small man” was not to be put in the same 
classification as the large business. Some- 
thing should be done for, rather than to, 
him. 

Gradually the aid-to-small-business pro- 
gram gained momentum, adding two new 
but related features: an intensified anti- 
big-business attitude and an. enthusiasm 
for small business as the savior of our free 
enterprise society and an essential for 
democracy. This rounds out a beautiful 
case for political assistance. Aid to small 
business will now help us to maintain 
prosperity and continue the American 
way of life. To oppose such ideas would 
be politically suicidal, but no serious 
attempt has yet been made to develop 
them into a working program. 


WHAT IS SMALL BUSINESS? 


What firms are to be included within 
the category of small business? The term 
is used very loosely and has often been 
applied to almost any business except 
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those which were obviously very large. 
Certainly, many of those companies which 
have been most vociferous in demanding 
government aid could scarcely be classified 
in this category. Some politicians and 
business groups appear to include as small 
business practically any organization 
which needs assistance or would like to 
have cheaper interest rates or lower taxes. 


Size of Small Business 


No single classification of size is com- 
pletely appropriate since the indicators of 
size, such as volume of business, amount 
of assets, number of employees, and in- 
come, are not consistent.’ Not only may 
the same business fall into different cate- 
gories based on different methods of 
measurement, but the amount of assets 
required for a given volume of sales will 
vary widely as between the extremes of a 
merchandising company on the one hand 
and a public utility on the other. In some 
fields a large business may require only a 
moderate number of employees. Also, 
comparison with the size of other firms in 
the area may be more significant than 
absolute size. Classification by size of 
income, as used for corporations by 
applying a lower tax rate to those with 
less than $25,000 of taxable income, 
ignores the fact that a large or medium- 
sized corporation may be included in this 
grouping. 

Perhaps the size classification of the 
Department of Commerce is as good as 
any which has been developed; small 
business includes retail stores or service 
establishments with annual net sales or 
receipts from operations of less than 
$50,000, wholesalers with sales of less than 
$200,000 annually, and manufacturing 
establishments with not more than 100 
employees. Thus measured, small business 


' Rudolph L. Weissman, Small Business and Venture 
Capital (New York: Harper & Brothers, Publishers, 
1945), pp. 7-10. 
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encompasses approximately 92% of all 
business establishments, other than farms; 
45% of the personal engaged in business; 
and 34% of the value of product.? 


Nature of Small Business 


There are characteristics other than 
size which identify the small institution. 
Small business is thought of as being 
limited to the type which is managed 
directly by the owner-operator, thus 
allowing no separation between ownership 
and management. Furthermore, the own- 
ership is held by a narrow group with 
financing primarily from retained profits, 
although temporary funds are obtained 
through bank and trade credit. The scope 
of its operations is primarily local and its 
interests are therefore bound up with the 
welfare of the local community. 

But small business includes a most 
heterogeneous mass of firms. It is a size 
classification only and does not represent 
a harmony of interests; individualism is 
present to a concentrated degree. While 
attempts have been made to attach a halo 
to the small businessman, he does not wear 
gracefully the mantle of altruism. Just as 
businessmen generally are not so much 
concerned with the effect of a certain 
action on the economic system, or with its 
economic soundness as they are with its 
effect on their own businesses and their 
profits, so the small firm has even less 
concept of the whole than is found in the 
large firm. The former must live in the 
immediate present; for who knows how 
long it may continue in existence. 

Consequently, the interests of small 
businesses are conflicting, with some 
firms wanting more governmental activity 
and some demanding less. Each is oppor- 
tunistic in the sense of desiring whatever 
will help him to prosper. Certain groups 

2 Approached from a different point of view this 
means that only 8% of businesses are medium-sized or 


large but they hire 55% of the labor force and produce 
two-thirds of the value of product. 
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desire assistance in financing; others are 
hampered by patents or competition and 
want relief on that basis; while others feel 
the burden of taxes.* 

Small firms generally are not enthusi- 
astic about increased competition—es- 
pecially that which affects them directly 
and, if threatened by it, are prone to 
resort to Green River Ordinances and to 
support price maintenance, anti-discrimi- 
nation, and anti-chain-store legislation. 
The major harmonizing interest is found 
in opposition to large-scale operation, 
because the large firms have provided such 
vigorous competition and have been so 
successful in that competition. Small 
firms have been forced to accept a lesser 
share of the market and have often been 
left with relatively unprofitable markets. 
Any method which will help their profit 
position is of interest to small businessmen, 
and the question of equitable treatment 
is important to them only insofar as their 
profits may be improved by the process. 

In the data and analyses of the Senate 
investigating commissions the problems 
of small business as presented by the 
participants involved seem never to lie 
even partially with the businessmen them- 
selves but are to be found almost wholly 
in external circumstances beyond their 
control. While this process of rationaliza- 
tion is to be expected from any individual 
businessman, those who are trying to aid 
him should not ignore the rationalization 
process involved. 

Small businesses show wider extremes 
of profit and loss than do large corpora- 
tions; those which are very profitable 
have higher average profits and those 


3 Because of its heterogeneity of interests “it is not 
surprising that the term ‘small business’ is sometimes 
called a slogan and not a description of an area of enter- 
prise.” A. D. H. Kaplan, Small Business: Its Place and 
Problems (New York: McGraw-Hill Book Company, 
Inc., 1948), p. 21. 

4 Small businessmen do not always realize the degree 
to which they compete with large corporations and are 
often aware only of their nearby small competitors. 
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which lose have bigger losses. Busines; 
conditions affect small firms to a very 
marked degree; when business is good they 
prosper but a decline in activity brings 
on extensive losses and failures. It appears, 
therefore, that the maintenance of pros. 
perity is essential for the continuity of 
small business, since much of it is gp 
marginal in character. 

Ordinarily the small firm realizes less 
profit per dollar of sales, but makes up 
part of this difference by having a higher 
rate of capital turnover. During World 
War II, for example, the combination of 
a high turnover and a lower aggregate 
tax rate on the little corporations allowed 
them to be very profitable, but this was 
only a temporary condition and postwar 
profits have slumped for small enterprise. 

Small business is as heterogeneous in 
rates of profit as in its other characteris- 
tics, but its average level of return is 
customarily low. A large proportion of 
such firms lose money even in reasonably 
good years, and failures are numerous. Is 
it not too much to expect that any form 
of assistance will change markedly this 
basic pattern for small business as a 
whole? 


THE PLACE OF SMALL BUSINESS 
IN OUR ECONOMY 


Although small business is numerically 
more important than medium-sized or 
large-scale enterprise it produces a smaller 
proportion of the total product and is far 
less significant in terms of establishing the 
dominant characteristics of our society.’ 
Our economy is an economy of big busi- 
ness. Regardless of any attempts of 
Congress to subsidize small enterprise, or 
any efforts of the Federal Trade Commis- 
sion or the Department of Justice to deci- 
mate the giants, the characteristic pattern 
of business will continue to be established 


® Peter F. Drucker, Concept of the Corporation (New 
York: The John Day Company, 1946), pp. 5-9. 
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by the large corporation. Even if a de- 
cision were made to break up the largest 
firms into smaller units they would still 
be of large size. Furthermore, it is ques- 
tionable whether small business would be 
aided by such a procedure which, if it had 
any effect at all, would surely create more 
vigorous price competition and smaller 
profits for all business groups both large 
and small. 

The real economic importance of small 
business is difficult to assess. Is it to be 
measured in terms of numbers of enter- 
prises, percentage of business conducted, 
or is there a greater or lesser significance 
than that measured by either of these 
features? 

Much has been made of the importance 
of free entry into business because of both 
the opportunity afforded and the influence 
on our system as a whole. Free entry has 
little importance, however, when it means 
merely that a man has a chance to gain a 
meager livelihood working for himself in 
a small marginal business. Few such 
businesses gain sufficient size to have any 
very real impact on the system, and the 
vast majority of the attempts result in 
failure. Nor can it be suggested that the 
competition afforded by these little firms 
is vital in determining either the scope 
of large businesses or their practices. The 
small corporations are either suppliers or 
customers of the large ones, or they com- 
pete in a minor way under rules estab- 
lished by the large businesses. 

Small firms are most significant eco- 
nomically in the retail and service fields, 
and especially in the smaller localities and 
rural areas. In manufacturing and con- 
struction they are of consequence primarily 
in supplying specialized services and 
products. Since these firms are a main 
financial support for the population in 
small towns they are important in main- 
taining the continuity of those towns and 
in retarding the growth of the larger cities. 
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Economically, the small business though 
large in numbers has declined steadily in 
importance. There is no likelihood that 
any program of assistance will give it a 
controlling position in our society, nor 
does it seem likely to play a dynamic role 
in creating greater flexibility in price ad- 
justments. Its role will continue to be 
rather passive and subordinate. 

It is likewise difficult to appraise the 
social significance of small business, which 
continues to be important primarily in 
small towns and unincorporated villages. 
Writers on social problems have expounded 
the view that a small town is better off 
with this core of responsible small busi- 
nessmen than with hired managers of 
chain stores. This attitude helps to keep 
alive the “buy at home, keep money at 
home” type of provincialism which has 
taken the form of requiring local licenses 
and showing special favoritism. 

When the mass production method re- 
placed handicraft operation there was 
weeping about the loss of the skill and 
pride found in the handicraft processes. 
What is often overlooked is that most 
people in past times did not have many 
of these handicraft products and that the 
machine has produced a uniform product 
within the reach of many instead of a 
high-quality product for only the few. 
The contrast should not be made between 
a highly productive social situation of 
handicraft and special skill and a highly 
productive machine-made setup. In its 
ideal state the former gains the advantages 
of the latter without acquiring its dis- 
advantages. 

Just as the small town and the country 
store have passed away or declined in 
importance, so the small business has 
declined in social significance. To mourn 
its passing should not be confused with an 
attempt to recover its position. It belongs 
in considerable measure to a past era and 
a bygone way of doing things. 


cally 

or 
aller 
far 
the 
yusi- 

of 
nis- 
leci- 
ern | 
hed | 
New 


544 


Small business is more important polit- 
ically than its social and economic sig- 
nificance would suggest. It has more than 
three and a half million votes and repre- 
sents an important voice in countless com- 
munities. “Doing something for small 
business” has become a national political 
necessity and is proposed by both major 
parties.® 

While the initial motives for aid to 
small business were those of maintaining 
employment in a depression period and 
social justice for an oppressed group, the 
program has expanded the scope of its 
claims. Small business has become an 
essential for the maintenance of our free 
enterprise system and American democ- 
racy. Only through the existence of a 
middle class (represented by small busi- 
ness) and the continuance of economic 
opportunity reflected therein can we hope 
to stave off Communism, Socialism, eco- 
nomic slavery, statism, or a whole flock 
of other real or imagined evils. No longer 
is small business to be saved merely for 
its own sake but for its larger usefulness 
to society as a whole. Under these circum- 
stances the cost of the process is relatively 
unimportant since the end in view is so 
vital. 

The current attempt of the Admin- 
istration to woo the businessman is an 
illustration of the political nature of the 
discussion. Since small business outnum- 
bers large business the major effort is to 
be expended on this line of approach. What 
types of favor will have the effect of con- 


® Robert A. Taft, “Financing Small Business After 
the War,” Vital Speeches, 10: 276; February 15, 1944. 

“Small business, to a large extent, is the basis of our 
whole free enterprise system. That system ‘is not free 
unless men with ability and courage are able to enter 
into it on their own account. It is not free if every man 
in the United States is only an employee who cannot 
rise above that status. If this country becomes a country 
of big business, we are not a great deal better off than 
if we socialize the entire nation and let the government 
run business. As a matter of fact, the easiest road to 
socialism is through the formation of large business units 
which can be easily taken by the government.” 
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vincing business that the Administration 
is interested not only in helping labor and 
the farmer but in aiding business as wel]? 
If you ask how everyone can be helped at 
no expense to anyone the answer is to be 
found simply in the increased national 
income. When this reaches $300 billion 
a year all can have more! 

From a political point of view the 
advantage of such a program is readily 
apparent. Not only is the need a con- 
tinuing one, not in danger of easy solution 
but it is suicidal for the opposition to take 
anything but a “me too” attitude. Dis- 
agreement is limited to details. Even big 
business interests find it advisable to extol 
the importance of small enterprise in our 
economy both as suppliers and customers 
of big business and as a means of con- 
tinuing private initiative and free enter- 
prise. The Horatio Alger picture is revived 
in a continuous procession of success 
stories. Groups of small businessmen are 
made to feel very important and the feeling 
of an equality of opportunity is engen- 
dered.” 


AID TO SMALL BUSINESS 


Businesses of all sizes must struggle to 
survive in the competitive system but 
small enterprises have been the least 
successful of all size groups, except during 
unusually prosperous periods such as that 
occasioned by World War II. Part, and a 
considerable part, of the losses and failures 
of small firms is unavoidable so long as 
any person has the right to start a busi- 


7 Emerson P. Schmidt, “The Role and Problems of 
Small Business,” Law and Contemporary Problems, 11: 
209; Summer-Autumn, 1945. 

“Much of the concern over the alleged plight of small 
business is purely political. At times attempts are made 
to foster a cleavage between small and big business. 
Again it arises from the complaints of small business 
against the growth of federal control and the burden ot 
paper work imposed by the federal bureaus, both during 
and before the war. It is also due to a vague feeling that 
the preservation of democracy and liberty are depend- 
ent, in part, upon the survival of a host of small, thriv- 
ing enterprises spread throughout the country.” 
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ness. The vast majority of those beginning 
their own enterprises have no training in 
the field and no likelihood of success. This 
is amply illustrated by the percentage of 
small firms suffering losses and the per- 
centage of failures even in the more 
prosperous years. For this group there is 
little that can be done, other than to 
convince its members that starting a 
business is futile. To decrease the numbers 
entering some of these fields would auto- 
matically improve the position of the 
rest. For example, what can be done for 
the two-thirds of businesses in the service 
field which did less than $3,000 of gross 
volume in 1939 or the small retail stores 
having annual sales under $10,000 or 
$15,000? They simply do not and cannot 
have a sufficient volume of business to 
warrant survival in our economic system. 
But for those other small firms which do 
have good reasons for economic existence 
there are handicaps which can be elim- 
inated or at least alleviated. 

Small business, on the average, is rela- 
tively inefficient and unprofitable. Yet the 
most efficient small businesses are very 
efficient and the average profits for those 
small firms which obtain a profit are very 
high. How can the proportion of small 
businesses making a profit be increased 
and how can economic opportunity be 
maintained? 


Possible Scope of Aid 


As a first point in deciding what to do 
for or with small business it appears 
logical that we should determine if this 
aid is to be merely that which obtains a 
somewhat more favorable climate for 
small firms through eliminating some of 
the impediments in their way, or if the 
assistance should take the form of sub- 
sidies through special loan programs, the 
furnishing of equity capital, and/or special 
tax treatment. If only a favorable climate 
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is envisioned then this should be analyzed 
further to determine whether the assist- 
ance to small business is to be combined 
with an anti-big-business program having 
as its purpose not merely the retention of 
an adequate part of the market for small 
firms but an increase in that market. The 
programs will be vastly different in the 
two cases. Only a very moderate program 
will be needed if it is recognized that our 
economy is one in which large-scale enter- 
prise will be dominant and small enter- 
prises will remain important primarily in 
those areas and fields in which it is not 
feasible for large firms to take over major 
control. In largely rural areas there is a 
place for small firms which may or may 
not be efficient but which supply a small- 
scale local need. There are many acces- 
sories which can be made by small firms 
and supplied to large ones, and small 
businesses often make satisfactory dis- 
tributors; but it is absurd to envision 
small firms as attaining a dominant posi- 
tion or to conclude that their practices 
will have a major determining influence 
on the large firms. 

If, on the other hand, it is decided that 
small business has an importance far more 
significant than indicated by either its 
numbers or the volume of business con- 
ducted, then the degree of subsidy pro- 
posed can be practically limitless. What 
price is too high to pay for something 
that, for example, will save democracy, 
the American way of life (or the Demo- 
cratic Party) from defeat? Thus we inject 
into the picture an effort to raise a sub- 
standard group, not because of the social 
justice involved but because of the ad- 
vantage to our whole economy. Aiding 
small business becomes a magic panacea 
or at least an urgent necessity to maintain 
the middle class in its struggle against 
whatever foe appears before us (Com- 
munism at present). When such a basis 
for aid is presented there is no adequate 
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yardstick to measure the degree of as- 
sistance which should be afforded.* 


Equity Capital 


Small business has ordinarily been 
plagued by a dearth of equity capital. At 
no time has it been easy for a small 
enterpriser beginning a new operation to 
interest other individuals in investing in 
his firm. Any business venture involves a 
considerable degree of risk, and the smaller 
the business the greater the risk of failure 
that is likely to be involved. Although 
small firms that are successful make more 
on net worth than their larger competitors 
they lose more when they are unsuccessful, 
and the record of both their losses and 
their failures has been all too impressive. 

Many small firms, even though able to 
stay in business, are capable merely of 
maintaining a marginal existence which 
does not encourage equity capital invest- 
ment. They have only a narrow market 
and their record does not indicate that 
expansion would be profitable. 

The person with an idea (even though a 
very good one) also finds it very difficult 
to obtain capital of any sort. This is the 
type of small business that needs as- 
sistance; not the one involving a filling 
station or a grocery store set up in an odd 
location merely because the owner of the 
lot had lost his job and found he could 
make a living that way. Such an enterprise 


8 Rudolph L. Weissman, Small Business and Venture 
Capital (New York: Harper & Brothers, Publishers, 
1945), Introduction by Ernest G. Draper, p. ix. Mr. 
Draper states: “Ever since the problem of small business 
has come into some prominence, there has been an 
amazing amount of hokum, excited argument and wild 
conclusions arrived at, with little sustained effort to 
study in a realistic setting or arrive at conclusions that 
bear some relation to the background of proven facts. 
The truth is that whenever the problem comes up for 
discussion, either at a public gathering or in the halls of 
Congress, everyone seems ready to die for little business 
but few are willing to sit down and work out construc- 
tive proposals that are in line with reality. This is an- 
other way of saying that there has been a great deal of 
maudlin discussion about the present and future of 
— business and only a modest amount of anything 
else.” 
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will always remain small and will have 
very little effect on the economic system 
as a whole whether it is or is not able to 
maintain its meager existence. 

It is difficult for the small businessman, 
regardless of the merit of his proposal, to 
obtain outside capital since the general 
securities markets are practically closed 
to him. Records of the Securities and 
Exchange Commission indicate that the 
cost of floating common stock is prac- 
tically prohibitive for small enterprises’ 
and that, when attempts are made to 
float this type of unseasoned issue, a large 
portion remains unsold.” 

Why are the markets for securities 
practically closed to small business? There 
appear to be three major reasons. First, 
the mechanism of finance, concentrated 
as it is in the larger cities, is geared to the 
needs of large-scale enterprise and dis- 
criminates against small firms. The capital 
markets have appeared to be unwilling 
to bother with small enterprise whose cost 
of security flotation, even under favorable 
circumstances, would necessarily be higher 
than for large issues. Perhaps such flota- 
tions could be made more successfully than 


® Securities and Exchange Commission, “Cost of 
Flotation, 1945-1947,” Survey of American Listed Cor- 
porations (Washington: February, 1949), pp. 10, 19. The 
cost of all flotations of listed securities was only 2.5% 
of the proceeds but this totaled 21.9% for the flotations 
under half a million dollars. Bond issues ranged in cost 
of flotation from 5.8% for the smallest issues to 1.0 per- 
cent for the largest. Preferred stock, had a variation from 
22.6% down to 2.3%, while common stock sales in 
amounts less than $500,000 had a cost equalling 27.9% 
of the gross proceeds. When the actual costs of securing 
capital for the period 1945-1947 are compared by size 
of firm (disregarding the type of security issued), the 
cost for corporations with assets of less than one million 
dollars totaled 16.9% of the gross proceeds, with costs 
decreasing with increasing size so that the cost was only 
one percent for firms with assets in excess of $500 
million. 

10 Securities and Exchange Commission, Sales Record 
of Unseasoned Registered Securities 1933-1939 (Wash- 
ington: June, 1941), pp. 2-3. In an analysis of sales of 
unseasoned but registered securities, offered by 757 
companies between July 27, 1933, and December 31, 
1939, it was found that only 23.9% of the amount 
registered by these companies was sold. Most of the 
issues were sold through agents or directly by issuers 
instead of being distributed through underwriters, 
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at present but little appears to have been 
done to investigate the possibility. Just 
as many banks failed to investigate the 
potentialities of small loans to consumers 
until the profits involved were discovered 
by others, so the capital markets have 
made little attempt to develop a market 
for the securities of small firms. Second, 
the records of losses and failures of small 
business have not made it appear that 
such investment will on the average be 
very profitable. As already stated, any 
new firm constitutes a risky enterprise 
and the smaller the business the more 
danger of failure. In so far as the small 
frm is a one-man affair its continuity 
depends on that one man, and he in 
turn is often more interested in mak- 
ing a living for himself than concerned 
with piling up profits for a co-investor. 
Such a person, once he obtains adequate 
funds, is likely to overestimate the value 
of his services as compared with the 
financial assistance received. Furthermore, 
if the owner-operator dies, his health fails, 
or he does not exercise good business 
judgment, the whole investment is en- 
dangered. Why should a large centralized 
financing agency either wish to finance 
such a risky venture or advise clients to 
do so? Also, the average rates of return 
on such investments have been very 
low both on an absolute basis and in 
relation to the relatively great risks in- 
volved. 

Finally, the poor sales record made by 
unseasoned securities when they were 
offered on the market illustrates the lack 
of a public attitude favorable to such 
investment. Part of this undoubtedly 
stems from the current emphasis on 
security in our society, including greater 
certainty of a moderate investment in- 
come, as compared with the former ac- 
ceptance of a greater degree of risk in 
anticipation of higher returns. 

In view of these conditions equity capi- 
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tal must usually be furnished either 
through a reinvestment of earnings or by 
persons in the locality who are acquainted 
with either the business or its proprietor. 
Most of these small firms, at least until 
they are well established, do not have 
earnings of sufficient size (especially after 
taxes) for adequate reinvestment. Further- 
more, the high tax rates in the upper 
brackets have made it either impossible 
or impracticable for others to take the 
risks found in financing small enterprise. 
If a small businessman does manage to 
build up a fairly prosperous business he 
is burdened with the same handicap in 
selling out his equity that hindered his 
obtaining capital in the first place; his 
market is extremely limited and is either 
local in character or the price obtained 
from outsiders is low in relation to the 
earnings level of the enterprise. Usually 
the purchaser must be interested not only 
in an investment but also in the active 
management of the firm. This problem 
develops complications when the enter- 
priser wishes to retire and is also an issue 
when appraisals are made in connection 
with estate taxes. Disposal of part of the 
business of a one-man firm represents a 
serious problem whether or not it has been 
incorporated. Small businesses have some- 
times sold out at relatively cheap prices 
to avoid these expensive complications. 
Since many of the uncertainties now 
besetting small business will undoubtedly 
continue it does not appear likely that 
private financial interests will find it 
profitable to engage in extensive equity 
financing in this field. Some type of 
government action whether in the form of 
direct financing, guarantee, direction, or 
other assistance is therefore in order if 
small business is to maintain even its 
present relative position in our economy. 
Numerous suggestions have been made 
as to the proper governmental authority 
which should undertake this type of ac- 
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tivity, and various plans have been out- 
lined, some of them in detail."' Some 
writers have thought the program should 
be connected with the Federal Reserve 
System and its member banks, which 
would either loan directly or insure all or 
a part of the private capital provided. 
Other proponents would prefer to employ 
the Reconstruction Finance Corporation 
or a new separate government corporation. 
Still others advocate a combined private 
and public setup in which the Federal 
government would purchase the initial 
stock but this would return to private 
hands when (and if) the return on invest- 
ment was sufficiently satisfactory. 

At this time, it is highly uncertain 
whether any such financial institution 
would become self-supporting, although 
the promoters express the hope that the 
profits from the successful ventures would 
at least offset the losses from the failures, 
giving a fair average return. If the plan 
worked out successfully, then the govern- 
ment could liquidate a major share of its 
interest because private investors would 
be willing to invest in such corporations. 
These corporations would then become 
very much in the nature of investment 
trusts which specialized in equity invest- 
ment in small businesses. They would 
thus be subject to the types of risks found 
in investment trusts which furnish equity 
capital, but the dangers in a period of de- 
pressed business would be accentuated by 
the fact that profits of small business 
decline so rapidly in such a period. 

Any entry by the government into the 
field of equity financing must be expected 
to involve initial losses and innumerable 
complications, since there is no adequate 
method of determining in advance which 
firms will prove successful. Whether the 
average results will eliminate the need for 


4 E.g., Marshall D. Ketchum, “The Financial 
Problem of Small Business,” Journal of Business, 17: 
67-90, 162-185; April, July, 1944. 
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continued subsidy cannot be forecast 
accurately in advance. It will be very 
dificult to establish an institution or 
utilize an existing agency, which can lend 
on a local basis in such a manner as to 
refuse aid to clearly submarginal enter. 
prises (and these might very well compose 
the majority of those requesting assist. 
ance), while choosing among the others 
those which merit investment. Even if 
the agency used extreme caution the red 
tape is likely to become very confusing 
and there will be charges of discrimination 
whenever investment is refused. Yet it 
would be very foolish to finance all the 
uneconomic ideas that might be proposed; 
Furthermore, lavish subsidy would have 
the effect of introducing additional compe- 
tition for other small firms whose opera- 
tions, though previously sound, would now 
be endangered. 


Loan Capital 


Because of the extreme difficulty en- 
countered by small business in obtaining 
equity capital it has been forced, in spite 
of the considerable risk involved, to obtain 
a considerable share of its capital through 
borrowing. In this sphere also the lending 
institutions and other investors favor large 
as contrasted to small business. Not only 
is it more difficult for small firms to obtain 
loans of any sort but the rates of interest 
are much higher and the terms more 
burdensome.” Also, the small enterprises 
tend to be scattered over less heavily 
populated areas where the interest rates 
for all size groups are at a higher level. 

Since bank loans are often difficult to 
obtain, the small corporation must at 
times seek its funds elsewhere from such 
alternative sources as trade factors, loan 


2 Interest rates in 1942 were 5.5% on short-term 
loans to borrowers with assets under $50,000 compared 
with a rate of only 1.8% for those with assets in excess 
of $5,000,000; the average rate was 3.4%. “Interest 
Rates at Member Banks,” Federal Reserve Bulletin, 28: 
1089-1097; November, 1942. 
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companies, suppliers, and the like, whose 
rates of interest charged (or the discounts 
which must be foregone) may be very 
high. These agencies in turn have been 
able to obtain their loan funds from the 
banks at much lower rates. The banks 
justify these differences in interest rates 
on the basis of higher cost for small loans 
on the one hand and the greater degree of 
risk on the other; but whatever the ex- 
planation may be, it is of little consequence 
to the small man who must pay a rate of 
interest higher than that required of his 
stronger competitor. 

This lack of adequate current credit is 
especially serious for the small firm since 
it must depend on such financing to a sub- 
stantial degree. As already shown, the 
sources of equity capital are limited and 
long-term loans are likewise difficult to 
obtain. This latter is true not only because 
the securities markets do not absorb such 
issues but also because the risk involved 
is only slightly less than for equity capital. 
If a small business has financial difficulties 
all of those with a financial interest in it 
are likely to suffer; whereas in a larger 
firm there is less danger of failure or, if 
bankruptcy impends, there is more likeli- 
hood of a reorganization which will leave 
the claims of the creditors intact. Further- 
more, a small business will often use part 
of its short-term credit to finance the 
acquisition of fixed assets, a practice which 
creates a greater degree of financial risk 
for both borrower and lender. 

There would appear to be little reason 
why more favorable terms could not be 
provided on short-term loans, at least for 
the sounder small businesses, through some 
form of guarantee procedure administered 
in conjunction with the banks. Any pro- 
gram for more liberal and extensive long- 
term loans would need to be coordinated 
with the provision for more adequate 
equity capital, since the security provided 
would be little better than that afforded 
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the stockholder. Only in the event of 
profitable operation would either the 
lender or the stockholder have much pro- 
tection for his principal investment. 


Tax Adjustments 


The Federal tax structure was certainly 
not developed with the purpose of injuring 
small business but its impact is supposed 
to have been greater on that segment of 
the economy, as outlined by the following 
chain of reasoning. Both personal and 
corporate income taxes have been in- 
creased over the past fifteen years. These 
increases have not particularly handi- 
capped the financing of large-scale enter- 
prise, because the bigger corporations have 
more ready access to the capital markets. 
If equity capital becomes scarce because 
of the high personal income tax rates in 
the upper brackets, big firms can borrow 
on a long-term basis at favorably low 
interest rates. 

Not only does the small firm pay a 
higher rate of interest on both long-term 
and short-term loans, and may even find 
them practically unavailable at any price, 
but it is usually precluded from selling 
stock on favorable, or even reasonable, 
terms. Thus the major source for its 
financing must be, as stated previously, 
the reinvestment of earnings, which is a 
slow process at best and is now retarded 
by high tax rates. Furthermore, the in- 
come or capital of wealthier people which 
might have been tapped has been taxed 
away and is no longer a source of funds. 

It need not be emphasized that small 
business interests would be enthusiastic 
about reductions in all corporate and 
personal income taxes, but our concern 
lies in those suggestions which would be of 
particular aid to small firms. Two types of 
proposals have been introduced; one would 
grant special favors to small business to 
ofiset non-tax disadvantages; the other 
would provide special measures designed 
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to eliminate disadvantages arising because 
of differences in the nature of large as 
compared with small business. 

Actually the demand is not for merely 
a preferential treatment but for increasing 
the existing preference. Small corporations 
with incomes of less than $25,000 have in 
the past enjoyed a tax rate lower than that 
applicable to firms with a larger income. 
Under the corporate tax rates now in 
effect the surtax rate does not apply to the 
first $25,000 of corporate incomes. Fur- 
thermore, a minimum exemption of 
$25,000 of income has been provided as an 
excess profits credit in the calculation of 
the excess profits tax. The progressive 
income tax also favors the small business- 
men since they have small incomes as 
compared with the owners of larger invest- 
ments. 

This demand the part of small 
businessmen for an increased preference is 
really a series of demands, since each 
individual businessman wants that type 
of advantage which will relieve his own 
tax burden. Lower taxes for all firms and 
an elimination of the “notch rate” repre- 
sent only two of many ideas. 

Special tax exemption proposals have 
been offered to assist small new businesses. 
They would recognize the fact that small 
firms have difficulty in getting started and 
are always in need of more equity capital. 
Such tax exemption would apply either to 
those earnings retained in the business or 
to equity investments and/or investors 
in small business. This tax relief would be 
operative for a specified number of years. 

Another suggestion is to relieve small 
corporations from application of Section 
102 of the Internal Revenue Code, which 
imposes a special tax on corporations that 
improperly accumulate profits to aid indi- 
vidual stockholders in avoiding the per- 
sonal income tax. 

Numerous proposals have been broached 
for equalizing taxes on small business, 


on 
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regardless of its form. This would mean 
either that small corporations would have 
the option of being taxed as proprietor- 
ships, or, as an alternative, corporate tax 
rates would be applied to reinvested earn- 
ings of unincorporated firms. Relief from 
the capital gains tax is sometimes in- 
corporated into these presentations. 

Special class legislation such as the 
foregoing is always open to criticism and 
there is considerable reason to doubt both 
the wisdom and the effectiveness of the 
procedures.” 

Of greater importance to small business 
than these propositions is the chance to 
charge off depreciation at an accelerated 
rate during the early years of existence. 
This would allow a firm to avoid taxes 
during its initial years and, if the business 
proved unsuccessful, would eliminate those 
taxes which might prove later to have been 
actually paid out of capital. 

A final suggestion is pertinent. Small 
firms are known to have somewhat erratic 
earnings, with the result that taxes are 
applied in good years with no sufficiently 
comparable offset for bad years. Total 
taxes paid by combined income and no- 
income firms are therefore greater in 
proportion to the applicable tax brackets 
than for larger businesses. Considerable 
merit can be found in a proposal to extend 
the period for the carry forward or back- 
ward of losses to help iron out the fluctua- 
tions to which small business is so suscep- 
tible. 

None of these tax procedures would aid 
the majority of small businesses, since 
they earn such a small return that it makes 


18 The United States Treasury Department made a 
careful analysis of the various methods which haye 
been suggested for achieving small business tax reduc- 
tion and, while not making policy recommendations, 
appeared to consider most of the special proposals either 
ineffective in gaining the desired result or so compli- 
cated in administration as to make doubtful the wisdom 
of their use. United States Treasury Department, Divi- 
sion of Tax Research, Taxation of Small Business 
(Washington: October 29, 1947). 
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little difference whether they are taxed as 
corporations or the owners are taxed 
directly. Nor would tax relief for early 
years be of importance to those small 
businesses which incur starting losses 
during their early life. The main effect 
might well fall on medium-sized and rela- 
tively successful corporations, which are 
the very ones with which the small firms 
now compete so unsuccessfully. These 
medium-sized corporations are the ones 
which already offer profitable investment 
especially in those fields in which large 
capital gains can be secured."* 


More Favorable Economic Environment 


Those who propose aid to small business 
usually comment on the need to provide 
a more favorable economic climate or 
environment for that segment of business. 
The suggestions vary but they ordinarily 
involve a notion of at least limiting the 
future growth or maximum size of indi- 
vidual corporations. Sometimes the break- 
ing up of present entities is hinted. Since 
the small business is weak in comparison 
with its larger competitors the government 
has been exhorted to enforce rules of fair 
competition and place limitations upon 
malpractices and patent restrictions im- 
posed by the giants. In fact, a considerable 
proportion of the improved environment 
is apparently to be derived from punitive 
action against the large corporations, 
based on the theory that small business 
will thereby gain an improved place in 
the economy. This idea is based principally 
on a misconception of the relative im- 
portance of small firms, and envisions an 
economy like that which might exist if the 
antitrust laws had been much more 
vigorously enforced during the past sixty 
years, 

4 J. Keith Butters and John Lintner, Effects of Fed- 
eral Taxes on Growing Enterprises (Harvard University: 
Graduate School of Business Administration, 1945). — 

* Tt is not always clear whether the enthusiasts for 
smal] business wish to increase the number of units at 


In so far as the great mass of small 
businessmen can be assisted by direct 
action the proposals to furnish manage- 
ment aids appear to be among the most 
sensible. We live in a period in which 
technical proficiency is very important. 
The small manufacturing firm cannot com- 
pete in some lines of activity with the 
larger business because it cannot afford to 
introduce all the labor-saving devices pos- 
sible with a larger market and the use of 
mass production methods. In much the 
same manner the small retail and merchan- 
dising firm (as well as the small manu- 
facturer) cannot afford to hire specialists 
in various fields of management, account- 
ing, and new techniques. The small busi- 
nessman needs assistance to provide him 
with a working knowledge of the various 
developments which affect his business 
and that of his competitors. He cannot be 
a specialist in all the fields in which he 
must make decisions. Aid of this kind, 
such as that furnished by the Department 
of Commerce and other government agen- 
cies* has a potentially great benefit, 
although the dissemination of the informa- 
tion through trade associations may have 
greater impact. 

For the great numerical majority of 
small business, marginal as they are in 
character, the only hope lies in a high 
level of employment and national income 
which will increase the volume of their 
sales to the point where a sufficient pro- 
portion of their capacity will be utilized 
to keep them in business. No amount of 
government subsidy is likely to maintain 
them in a permanently healthy condition, 
however, since they are uneconomic ven- 


the expense of medium-sized and large enterprises or 
are willing merely to retain the present share of the 
merket going to small firms, while increasing their se- 
curity and reducing their rate of mortality. 

‘6 For a detailed compilation of such aids see: Stanley 
C. Robinson, ‘Federal Services Available to Small 
Business,” Bulletin No. 102, Business Management 
Service, University of Illinois, Urbana, December, 1949. 
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tures under ordinary conditions of compe- 
tition and sales. 


Legislative Assistance 


The aforementioned political signifi- 
cance of small business has not been over- 
looked by the Administration. As a part 
of his message on the state of the Union 
and the budget, delivered in January, 
1946, President Truman stated: 

A rising birth rate for small business, and a 
favorable environment for its growth, are not 
only economic necessities but also important 
practical demonstrations of opportunity in a free 
society. ... 

It is obvious national policy to foster the 
sound development of small business. It helps to 
maintain high levels of employment and national 
income and consumption of goods and services 
that the Nation can produce. It encourages the 
competition that keeps our free enterprise econ- 
omy vigorous and expanding. Small business, be- 
cause of its flexibility, assists in the rapid exploita- 
tion of scientific and technical discoveries. 
Investment in small business can absorb a large 
volume of savings that might otherwise not be 
tapped. 

The Government should encourage and is en- 
couraging smail business initiative and origi- 
nality to stimulate progress through competition. 


In spite of these comments about the 
importance of small business, very little 
has been done of a constructive character 
aside from the introduction of several 
hundred bills. Moreover, this segment of 
the economy was ignored in subsequent 
messages on the state of the union, al- 
though tax proposals affecting small busi- 
ness were included in President Truman’s 
Tax Message to Congress of January 23, 
1950. Congress acted on his proposal to 
eliminate the “notch rate” on incomes 
between $25,000 and $50,000, and changed 
the net operating loss carry-back to one 
year while extending the net loss carry- 
forward to five years. 

Currently, the administration has been 
making an attempt to win the favor of 
businessmen and seems likely to empha- 
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size the importance of a healthy small 
business in the fight of a free enterprise 
system against communism. The new 
campaign includes giving small business a 
greater share or at least some share in 
government contracts,’” invigorating the 
program of business advice and assistance 
from the Department of Commerce in- 
cluding pro-business addresses by the Sec- 
retary, and an attempt to revamp pro- 
cedures under patent and antitrust laws, 
In addition, more or less permanent stand- 
ing committees on small business are 
being established in both houses of 
Congress. Although the plans are not yet 
completed, some program is likely for the 
furnishing of loans and possibly of equity 
capital. 

At present it is not clear how much of 
this activity will have economic and social 
merit and how much will represent little 
more than political maneuvering. With 
the present defense and war preparations 
once more gaining national attention, 
small business may again be left with only 
the assistance afforded by a high volume 
of economic activity for those which can 
convert their facilities and with uncer- 
tainty for the remainder. 


CONCLUSIONS 


The impression may have been gained 
that the writer feels there are very distinct 
limits within which small business can be 
assisted. This is a correct impression. For 
the majority of small firms there is little 
that can be done in the way of aid. They 
provide uneconomic substitutes for jobs 
which have not been provided elsewhere in 
our system and the primary solution to 
the problem is not to be found in per- 

1 Section 468 of the Selective Service Act, approved 
June 24, 1948. (62 Stat. 604) provides that the president 
shall recognize the valid claim of small business to a fair 
share of the orders placed for materails to be used by the 
armed forces and other government agencies so desig- 
nated. Small business was defined as that which did not 


have more than 500 employees, was independently 
owned, and was not dominant in the industry involved. 
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petuating this state of inefficiency. The 
continuance of our economic system is 
much more dependent on finding an 
efiective way to employ this manpower 
and these resources than in attempting 
to continue people in a state of “free” 
but marginal uncertainty. Most persons 
are not good entrepreneurs even for a 
small firm. Certainly there are many 
fewer good businessmen than the numbers 
of those who are attempting to be entre- 
preneurs. 

A fetish has been made of the concept 
of providing continued economic oppor- 
tunity like that furnished by the geo- 
graphical frontier. The latter disappeared 
with the elimination of the free land, and 
we are not sure how much its absence has 
influenced society. Now the limits of the 
small business frontier are pretty definitely 
fixed, and the solution does not lie either 
in punitive efforts applied to big business 
or in subsidies for small business. Why 
not admit that small business as a frontier 
has lost its primary significance and devote 
our major energies to developing and con- 
trolling the large-scale units on which our 
major activities now depend? 

If we are to be frank about small busi- 
ness in general it must be admitted that a 
tremendous waste is involved. The ma- 
jority of small firms should never have 
been started; they have represented a 
burden on the others which have been in 
competition with them. These innumer- 
able failures are not caused primarily 
because of the lack of a favorable climate 
for small business. Failure has always 
predominated in this field and assistance 
should not have the function of continuing 
the life of such firms. They are a burden of 
inefficiency on society. 

The numerous aids which have been 
provided or suggested for small business 
will have little or no effect on the average 
small firm. Information on how to sell and 
how to conduct business will have an 
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influence primarily in helping one small 
competitor at the expense of another. In 
principle these types of firms are much 
like small banks; when there are too many 
of them they all tend to become sub- 
marginal. Certainly there is little likeli- 
hood that even a kindly government 
agency will be inclined either to lend or 
furnish equity capital to such firms. But 
unless the government is interested in 
subsidizing an uneconomic situation there 
is little to be done directly for the vast 
majority of small enterprises. All the 
assistance and help given will affect mainly 
the more prosperous and will help them to 
grow larger (creating more problems for 
those who see small business as the ideal 
type of size). 

Proponents of aid to small business 
often forget the fact that such assistance 
in any event will not be a blanket proposi- 
tion making all small business into a 
happy healthy unit. Small companies 
constitute a unit in size only; they vary 
widely in every other respect and each 
type of assistance would affect only a 
relatively small group. Thus the majority 
of plans which have been proposed would 
have little effect on the three and a half 
million firms which are included in the 
category of small business. The plans are 
designed to assist particular groups, chiefly 
in the medium-sized category, and would 
give an impetus to only the unusual small- 
sized entity. 

Small business is concentrated in the 
service trades and retailing, fields in 
which a small amount of capital is required 
and which involve types of operation that 
do not compete with the greater efficiency 
of the mass production industries. In these 
fields there will always be too little 
business to go around, thus leading to a 
perennially marginal or submarginal con- 
dition for numerous groups therein. Mak- 
ing credit easier may have the effect of 
prolonging the life of the uneconomic 
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concerns unless the credit is given with 
much more discrimination than is sug- 
gested by the claims of those who envision 
a new era of small business. 

Tax relief will be of limited benefit 
since most small firms never have enough 
income to pay a significant amount of 
taxes. If only a few men accept the advice 
available on methods of improving their 
businesses then these men will prosper, 
but at the expense of the others, and this 
will accentuate the number of failures. If 
all take the advice the net result is not 
likely to increase their total volume of 
business enough to be of very great as- 
sistance on a national scale. 

Basically, the hope for small business 
lies in the maintenance of high national 
income combined with some procedure 
for weeding out in advance a portion of 
the certain failures. 

Small business is a part of our economy 
which we wish to maintain simply because 
it performs a useful function. The main 
task is therefore to equalize somewhat 
the opportunities for small firms to con- 
tinue in existence. This assistance should 
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take the form of management aids, greater 
availability of capital funds, and moderate 
tax adjustments. 

If sound proposals are adopted this wil] 
mean that small business may be able to 
retain part of its present competitive 
position, but in no sense does it indicate 
that large-scale enterprise would be or 
should be replaced by small-scale opera- 
tions. Nor does it suggest that democracy 
could be saved by such a procedure, if 
democracy is indeed in danger of failing. 
It would mean, however, somewhat fewer 
entries into business but a greater likeli- 
hood of success therein. This would not 
provide a panacea for our national ills 
and it would have only a minor influence 
on the question of full employment and 
prosperity. A recognition of the limits to 
the scope and importance of small busi- 
ness, however, will lessen the disillusion- 
ment necessarily resulting from the ill- 
founded expectation that any considerable 
proportion of our major problems can be 
solved through assistance to this economic 
group. 
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CONTROLLING INSTALLMENT DISTRI- 
BUTIONS TO PARTNERS IN A 
LIQUIDATING PARTNERSHIP 


ELMER R. YOUNG 
Assistant Professor, University of Utah 


partnership liquidation problems, 

where there are installment pay- 
ments to partners prior to complete reali- 
zation on all assets, involves a separate 
worksheet computation for each payment. 
While there is nothing wrong with this 
method, it has the following weaknesses: 
(1) it does not provide the partners with 
any advance information as to what each 
may expect from a given amount of cash 
proceeds; (2) it does not help the liquidator 
to schedule appropriate payments to part- 
ners; and (3) it may involve numerous cal- 
culations, especially if several disburse- 
ments are made to the partners. 

The nature of. the basic principle in- 
volved in such problems makes it possible 
to determine in advance all essential in- 
formation for any number of installments. 
Such an advance determination of facts 
was suggested by Hatfield,’ and the writer 
believes that this procedure has certain 
advantages in practice which may not be 
fully apparent when it is applied to the 
ordinary book problem. Furthermore, his 
experience with it in the classroom has 
also convinced him that it is a valuable 
supplement to the common method in 
helping students to gain an understanding 
of the principles involved in this phase of 
partnership liquidation. 

If the capital ratio at the time of the 
frst distribution is identical with the loss 
ratio, then the partners will share the 
amount paid out to them in this ratio, 


1Henry Rand Hatfield, Accounting; New York: 
D. Appleton-Century Company, 1927, 423-424. 
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because such distributions would still 
leave each partner with a balance sufficient 
to absorb his share of the greatest possible 
future loss. But this is not the usual situa- 
tion, and the fundamental rule to follow 
is that no partner should participate in an 
installment disbursement if his proprietary 
interest is below his share of the losses 
which may possibly be incurred in the 
remaining steps in the realization of the 
assets. Stated another way, only those 
partners whose proprietary interests ex- 
ceed their shares of potential future losses 
can safely be paid any cash. The signifi- 
cant fact, however, is that for any specific 
partner there is a single point at which his 
capital is just sufficient to bear his share 
of potential losses. As long as his share of 
potential losses is greater than this, he 
does not participate in distributions. As 
soon as it is less than this, he shares with 
other partners who are in the same condi- 
tion. By finding this significant point for 
each partner, it is possible to determine 
just how each one may expect to partici- 
pate in the proceeds which become avail- 
able for distribution to the partners. 

The first step is to determine the order 
in which partners may be expected to 
participate. The next step is to determine 
the exact points at which they begin to 
participate. The latter must be calculated 
in reverse order, however, because any 
potentially unabsorbed loss of one partner, 
which possibly might not be made good by 
that partner in the event such a loss did 
materialize, should be charged to the other 
partners in the proportion which their loss 
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Exuisit 1 
DETERMINING THE ORDER OF PARTICIPATION 
Rex Jones Field Rich 
$ 40,100 $15,300 $ 25,600 $10, 950 The ne: 
Sizes of losses of which capitals are sufficient to cover direct The ne: 
$100,250 $61,200 $128,000 $73,000 Any ot! 
(C “apitals+ profit and loss shares) 
ratios bear to each other exclusive of the may then be determined, in reverse order, 
non-participating partner’s ratio. as indicated in Exhibit 2. 
Assume the following situation: Rex, From the information provided in Exhib- | 5, 
Jones, Field, and Rich, having capitals of it 2 it can be seen that $5,550 will be The ne 
$40,100, $15,300, $25,600 and $10,950 paid entirely to Field before any other Cum 
respectively, share profits 40%, 25%, 20% partner is entitled to participate. The next } The ne 
and 15%. Assets total $100,000 and liabili- $16,350 will be divided between Field and ~—_ 
ties, $8,050. The partners decide to liqui- Rexin the ratio of 1 to 2 (20/60 and 40/60). All ade 
date the firm, and agree that cash shall be After this $21,900 has been distributed, 
distributed as it becomes available andin Field, Rex, and Rich will share anything Th 
such a manner that no cash paid out will up to $8,850 in the ratio of 4 to 8 to3} calcu 
have to be recalled. It is understood, of (20/75, 40/75, and 15/75). Thus, not until | headi 
course, that cash of $8,050 must first be $30,750 has been made available to the } duce 
realized and either paid to or set aside in other partners will Jones begin to partici: f nume 
behalf of the creditors before any cash pate. The entire apportionment of cash f  ond,! 
should be distributed to partners. may now be scheduled in advance as set | _ lent 
In many situations the order in which forth in Exhibit 3. whic] 
partners participate can be determined For those who are not familiar with the 
simply by inspection. When this is not method, the information provided by Ex- 
possible, the type of calculation indicated hibit 4, which shows dollar amounts for 
in Exhibit 1 should provide the informa- each level of the apportionment, with 
tion. cumulative totals, may also prove very 
Exhibit 1 indicates that Field will useful. The information which it contains 
be the first to receive payments, and _ is, of course, obtainable directly from the | '™ 
he is followed by Rex, Rich and Jones in schedule in which points of distribution 
that order. The points of participation were determined. 
Sale o 
EXxuIsIT 2 Sale o 
DETERMINING THE POINTS AT WHICH PARTICIPATION BEGINS 
Total Field Rex Rich Jones 
Loss covered by ‘Jones’ capital Sale o 
($15,300 100/25)........ 61,200 12,240 24,480 9,180 15,300 
Additional loss covered by Rich’s capital Total 
Additional loss covered by Rex’s capital Capit 
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Exursit 3 
SCHEDULE OF APPORTIONMENT 
Field Rex Rich Jones 
The first $5,550. . 100% 
The next $16,350. 20/60 40/60 
The next $8,850... . 20/75 40/75 15/75 
Any other distributions. 20% 40% 15% 25% 
Exursit 4 
SCHEDULE OF APPORTIONMENT SHOWING DOLLAR TOTALS FOR EACH LEVEL 
OF DISTRIBUTION, WITH CUMULATIVE TOTALS 
Field Rex Rich Jones 
The first. . . $ 5,550 $ 5,550 
The next. 16,350 5,450 $10,900 
Cumulative totals. ... $21,900 $11,000 $10,900 
The next....... 8,850 2,360 4,720 $1,770 
Cumulative totals. .... $30,750 $13,360 $15,620 $1,770 
All additional 20% 40% 15% 25% 


The primary advantages of this advance 
calculation can be summarized under three 
headings. First, it may substantially re- 
duce the work involved when there are 
numerous distributions to be made. Sec- 
ond, it provides the partners with an excel- 
lent advance summary of the pattern 
which the liquidation will take. Third, it 


provides the distributor with information 
which will guide him in his work, even 
helping him to determine the most appro- 
priate times for making distributions. For 
instance, he can with ease avoid distribu- 
tions which might result in a few cents 
being sent to a partner, or he can round 
out most of the amounts which are sent, 


EXuisit 5 
SCHEDULE OF CASH DISTRIBUTIONS TO PARTNERS* 
Proceeds Payments 
Available 
For Total Field Rex Rich Jones 
Partners 
From customers. . $ 4,171.65 $ 4,000.00 $ 4,000.00 
Cash sale of mdse... 2,704.30 1,450.00 1,550.00 
6,875.95 5,550.00 5,550.00| $ 880.00 
1,320.00 440.00 
6,870.00 5,990.00 
Sale of equipment. . 4,500.00 4,500.00 1,500.00 3,000.00 
11,375.95 11,370.00 7,490.00 3,880.00 
Sale of machinery . 13,400.00 10,530.00 3,510.00 7,020.00 
24,775.95 21,900.00 11,000.00} 10,900.00 
2,850.00 760.00 1,520.00) $ 570.00 
24,750.00 
Sale of equipment. . 5,600.00 §,625.00 1,500.00 3,000.00 1,125.00 
30,375.95 30,375.00 
Sale of real estate. 36,000.00 375.00 100.00 200.00 75.00 
66,375.95 30,750.00 13,360.00} 15,620.00 1,770.00 
35,625.95 7,125.19} 14,250.38 5,343.89) $ 8,906.49 
Totals. ... $66,375.95 $66,375.95 $20,485.19 $29,870.38 $ 7,113.89 $ 8,906.49 
Loss on realization of assets. 25,574.05 ve 5,114.81 10,229.62 3,836.11 6,393.51 
Capital at beginning. . $91,950.00 $25,600.00 $40,100.00 $10,950.00 $15,300.00 


* Amounts combined by braces could be paid by single checks. 
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thus making it easier for partners to 
remember what they have received. By 
keeping informal cumulative totals in the 
columns of a schedule such as Exhibit 5, 
the status of the distribution at any point 
is available at a glance. 

With the use of the procedures indicated 
above the work of the liquidator is system- 
atized, and an effective control over the 
work is provided. Distributions to the 
partners may go forward as cash is re- 
ceived, with no further questions or calcu- 
lations. It should be understood, of course, 
that the distributor could in each instance 
disburse accurately to the penny all avail- 
able funds. This was not done in the above 
illustration in order that the distributions 
might be rounded out and that the control 
which is made possible by the method 
might be more apparent. 

One limitation which the writer has ex- 
perienced with the method arises when 
liquidation profits on individual transac- 
tions are to be divided in a ratio which 
differs from that in which losses are shared. 
If the schedule of apportionment is not re- 
calculated each time such a profit is made, 
the cash distributed to the partners may 
not be correct. Inasmuch as such agree- 
ments are comparatively very rare, the 
seriousness of this limitation is not very 
great. 

The profit and loss arrangement which 
results in the limitation mentioned in the 
previous paragraph should not be confused 
with the somewhat more common agree- 
ment in which a final, net, liquidation loss 
would be divided in a different ratio than 
a final, net, liquidation profit would be. 
Under such a condition, any profit real- 
ized on an individual transaction might 
reduce the total potential loss below the 
book value of the remaining assets, but 
this is automatically taken care of in the 
schedule of apportionment since potential 
losses at any point are measured by the 
difference between total capital at the start 
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and cash realized up to that point. The 
distribution may proceed as scheduled, 
and if eventually an excess of cash is real- 
ized above the total capital at the start 
of liquidation, such excess should be dis- 
tributed in the different (profit) ratio. Ac- 
tually, it is the more common method of 
determining installment distributions 
which might run into complications with 
this type of profit and loss arrangement? 

If the profit and loss arrangement pro- 
vides for partners’ salaries, and these are 
to continue throughout the liquidating 
period, a schedule of apportionment would 
of necessity have to be prepared at the 
beginning of each accounting period, and 
a complete closing should be effected at the 
end of each period. In the preparation of 
the schedule of apportionment, salary al- 
lowances for the period immediately ahead 
should be added to the capital balances 
and would thus result in greater potential 
charges against the partners for that peri- 
od. The actual results of the final period 
might be somewhat different from those 
scheduled if this period proves to be quite 
a little shorter than the accounting period 
and only fractional salaries are finally al- 
lowed. 

Interest allowances beginning-ol- 
period capital balances would be handled 
in the same manner as salary allowances, 


? For instance, in this case intermediate profits and 
losses should not be allowed to affect the capital bal- 
ances, the “‘net” amount of intermediate profit or loss 
representing an adjustment of the book value of remain- 
ing assets to determine the total possible loss. Assume 
A and B with capitals of $16,000 and $9,000 respec- 
tively. They share the total profits of a period } and j, 
but provide for an equal division of any periodic net 
loss. If $5,000 worth of assets are sold for $8,000 and 
the profit of $3,000 is credited to capitals $1,000 and 
$2,000 respectively, the liquidator might think it 
proper to distribute the money $7,000 to the first part- 
ner and $1,000 to the second ($16,000 plus $1,000 
minus $10,000 and $9,000 plus $2,000 minus $10,000). 
But this would not be correct under the agreement 
since the total “net” loss possible is now only $17,000 
($25,000 minus $8,000 or $20,000 minus $3,000) and 
each partner’s potential share is $8,500. Thus the dis- 
tribution should be $7,500 and $500 ($16,000 minus 
$8,500 and $9,000 minus $8,500). 
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and a similar inaccuracy would result in 
the last period if: (1) this period is cut 
short; (2) only a fractional period of inter- 
est is allowed; and (3) the capital accounts 
are not in the profit and loss ratio by the 
beginning of this period. If interest is to be 
allowed on average capital balances, and 
if the average capital computation is to 
consider installment distributions, it would 
be necessary to agree to have payments 
only at the ends of specified periods in 
order that complete accuracy might be 
obtained in the schedules of apportion- 
ment. In this case, a new schedule should 
be prepared at the beginning of each such 
period. 

In the opinion of the writer, it would be 
entirely logical to insist that since the rea- 
sons for the capital investments really 
terminate with the decision to liquidate 
the firm, balances being maintained for 
the purpose of covering the possible losses 
of the contributors, the interest allowance 
should be eliminated during the liquidating 
period. In fact, the earlier distributions to 
those in the stronger position do in a way 
take the place of an interest allowance. 
Similarly, it would appear logical to insist 
that salaries be allowed to partners during 
the liquidating period only for services 
rendered, and that such salaries should be 
deducted from proceeds and disbursed 
rather than credited to capital. On the 
other hand, if a partner’s capital balance 
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is such that it will not likely cover his 
share of liquidation losses, and if services 
which can be performed by this partner 
are needed in the liquidation activities, 
it may be appropriate to ask that he devote 
as much time as possible, using the salary 
allowed for such contribution to bolster 
his capital position. In the latter situation 
the salary allowance should be handled as 
previously indicated. 

The reader should by no means assume 
that the difficulties and limitations result- 
ing from salary and interest allowances at- 
tach solely to the method discussed in this 
article. Inasmuch as the magnitude of a 
salary or interest allowance varies with 
time, such allowances involve a difficult 
problem when the time required for the 
liquidation cannot be accurately predicted. 
But this is just as serious from the stand- 
point of the more common method of 
determining installment distributions as it 
is from the standpoint of the one which 
has been presented here. 

The latter method, as a matter of fact, 
has several advantages and relatively few 
disadvantages when compared with other 
methods. It is applicable in all but a few 
very rare situations. It would therefore 
seem to have real merit, and to deserve 
the consideration of those who must be 
concerned with the problems of install- 
ment distributions to partners in a liqui- 
dating partnership. 


SHOULD GOODWILL BE WRITTEN OFF? 


KENNETH G. EMERY 
Instructor, Ohio State University 


HE ANCIENT and much-discussed 
subject of business goodwill has been 
selected for further examination in 
this paper, because it is felt that some 
aspects of the problem have yet to be 
fully dealt with by a single author in a 
single writing. In addition, it appears 
that there are still some points on which 
accountants remain in fundamental dis- 
agreement, despite many decades of con- 
sideration and discussion. A case in point 
would seem to be the matter of the proper 
treatment to be accorded goodwill subse- 
quent to the time it is recognized in the 
accounts. It is primarily this matter of 
whether or not purchased goodwill should 
be written off which the writer proposes to 
consider here. 

Before beginning the discussion of this 
particular point, however, it might be 
well to set forth the writer’s general point 
of view with regard to goodwill. First of 
all, it should be noted that the general 
concept of goodwill has changed con- 
siderably over the past century. Whereas 
business goodwill was formerly considered 
to pertain almost exclusively to customer 
relations, the concept is now used in a 
much broader sense, in that it encompasses 
almost any intangible factor of economic 
value to an enterprise. In general, good- 
will is looked upon as the economic ad- 
vantage of friendly and harmonious re- 
lationships enjoyed by a business firm 
throughout the different phases of its 
operations. This advantage evidences it- 
self in the form of earnings in an amount 
greater than that expected in a typical 
firm in the industry with a similar capital 
investment. The factors underlying good- 
will may be considered to effect either 
greater total revenues or decreased unit 


costs. The former is commonly referred 
to as consumer or customer goodwill; the 
latter as industrial goodwill: 

An asset, in the accounting sense, is 
viewed as an unallocated cost, representing 
in some measure the present value of 
anticipated future services. Goodwill, from 
this point of view, is quite definitely an 
asset, assuming a payment has been made 
for it. To the extent that the cost has not 
been charged against related revenues, 
goodwill belongs on the balance sheet. 
This approach to the matter precludes the 
recognition as an asset of goodwill value 
for which a payment has not been made. 
Emphasis is given to the point that good- 
will as an asset represents primarily a cost” 
rather than a value. = 

With respect to the problem of evalu- 
ating the goodwill of an enterprise, the 
technique generally resorted to is some 
sort of capitalization of earnings. The 
more acceptable methods of making the 
calculation assume a more or less definite 
term of existence for the excess earning 
capacity of the business. Some effort is 
made to determine what a “normal” 
rate of return in the industry might be, 
and this is matched against the estimated 
future earning capacity of the particular 
enterprise. The difference supposedly rep- 
resents goodwill earnings. In this con- 
nection, it should be noted that future 
earnings are estimated on the basis of a 
projection of past earnings, adjusted to 
reflect a typical profit trend. It is gen- 
erally recognized, however, that the 
amount actually paid for goodwill in 
practice is_seldom arrived at by a the- 
oretically sound calculation. But regard- 
less of the actual -procedure-used in de- 
termining the purchase price of goodwill, 
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the payment represents some sort of esti- 
mate of the present value of future “super- 
rofits’” to be earned by the business. 

The problem of whether or not pur- 
chased goodwill should be written off must 
necessarily be considered with regard to 
the varying circumstances under which it 
may appear. For example, the treatment 
called for where the amount appearing as 
goodwill on the balance sheet represents 
nothing more than the cost of an unfortu- 
nate investment in super-profits which 
failed to materialize would not be the 
same as that which would be indicated 
where the goodwill is grossly undervalued 
on the books. Between the two extremes 
there can be many intermediate situations. 

A situation not uncommonly encoun- 
tered by accountants is that in which 
goodwill is carried in the accounts at cost, 
despite the fact that the company no 
longer enjoys any differential advantage 
of any kind. Perhaps there never existed 
any true goodwill value, even though the 
purchaser of the business paid a premium 
in the belief that he was acquiring extraor- 
dinary earning capacity. Or perhaps the 
purchaser simply failed to adjust the val- 
ues of the tangible assets of the business, 
and the amount carried as goodwill repre- 
sents nothing more than the difference 
between the estimated value of the net 
assets and the recorded book value at the 
time of purchase. In all of these cases, 
there is no legitimate goodwill attaching 
to the business, and very few accountants 
today argue that the cost should be 
retained on the books. 

Mr. George O. May, however, goes so 
far as to say that “Accounting does not 
attempt to provide for a decline in com- 
mercial value of an enterprise as a whole 
that is due solely to a falling off in earning 
power of the enterprise, and it is probably 
not desirable that it should attempt to do 
so.” It might be inferred from this that 


_ | George O. May, Financial Accounting (New York: 
The Macmillan Company, 1943), p. 154. 


Mr. May would favor retaining goodwill 
in the accounts even though the in- 
tangible value which it represents has long 
since ceased to exist. Exception is taken 
here to his statement to the effect that 
accounting should not provide for a de- 
cline in commercial value of a business as 
a whole. When the goodwill account is 
viewed as a master valuation account for 
the entire business, it ceases to perform 
its function if it is unaffected by obvious 
declines in the earning power of the enter- 
prise. If it is considered to be simply 
another asset, there would seem to be no 
good reason for denying it the same 
treatment as other assets, in which case 
it would invariably be written down when 
ample evidence indicates it has lost much 
of its value to the enterprise. In short, 
this writer can see no theoretical justifica- 
tion whatsoever for retaining on the 
balance sheet a goodwill which gives no 
evidence at all of affording differential 
advantage to the business. 

This brings up what, from a practical 
point of view, might well be considered a 
dilemma; i.e., those who no longer have 
goodwill cannot afford to write it off, 
while those who have it are seemingly 
justified in retaining it on their balance 
sheets. The point here is that, if a firm 
carrying a large amount of goodwill on 
the books finds that it no longer possesses 
any goodwill value, it is very probable 
that its earnings and surplus will be so 
low that the management will not sanction 
further charges in the form of goodwill 
write-ofis. Here strict accounting theory 
might be forced to give way to practical 
expediency, but the result can be nothing 
less than gross misrepresentation on the 
balance sheet. 

Much more of a problem presents itself 
in those situations in which the goodwill 
which was purchased has been fully main- 
tained or even increased by the new 
owner. In other words, if a business con- 
tinues to earn at least as high a rate of 
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profit as it did at the time the goodwill 
was purchased, is the accountant justified 
in initiating a program of amortization, or 
should the total cost of the goodwill be 
retained in the accounts indefinitely? Most 
of the controversy among businessmen 
and accountants concerning goodwill cen- 
ters around this type of situation. Both 
sides can build up a good case, and it is 
proposed to examine here the principal 
arguments advanced and to come to some 
conclusion as to which position is the 
more tenable in point of theory. 

First will be considered the reasoning 
of those who would not amortize goodwill, 
the value of which has been successfully 
retained. By far the most convincing argu- 
ment encountered by this writer is that of 
Mr. George O. May and his associate, 
Mr. Paul Grady. The latter writes: 

The charging off of unlimited term intangibles, 
such as goodwill, . . . which are being fully main- 
tained, would result in an understatement of cost 
of fixed assets and an overstatement of expenses. 
This would be true even though it might be dem- 
onstrated in an unusual case that the original in- 
tangibles had ceased to exist and had been re- 
placed by new values attributable to... subse- 
quent expenditures which were charged to costs 
of operations. Under such circumstances, it 
could not fairly be claimed that the original in- 
vestment should be charged off without at the 
same time admitting the reasonableness of 
capitalizing an equivalent amount of the subse- 
quent expenditures, which would constitute a 
meaningless and senseless accounting procedure.? 


A second line of attack is illustrated by 
these words of Mr. Walter A. Staub: 


To require the compulsory amortization of in- 
tangibles, the value of which is being currently 
maintained or even enhanced, seems a departure 
from the “going concern” concept of financial 
statements and an attempt to provide for losses 
which may be sustained upon termination or 
liquidation of an enterprise at some time in the 
future.® 


2 Paul Grady, “Accounting for Fixed Assets and 
Their Amortization,” THE AccounTING REVIEW, Jan- 
uary, 1950, p. 12. 

’ Walter A. Staub, “Intangible Assets” in Thomas 
W. Leland’s Contemporary Accounting (New York: 
American Institute of Accountants, 1945), Chapter 8, 
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This line of reasoning would seem to be 
somewhat allied to the idea of the “sunk 
cost,” in that great emphasis is placed 
upon the importance of retaining the 
identity of the actual investment in good- 
will. 

The last point to be mentioned here in 
support of not writing off valuable good- 
will is essentially the reasoning behind the 
income tax ruling, which disallows any 
deduction for goodwill amortization. The 
rule is generally defended on the grounds 
that the effective usefulness of intangibles 
is of indefinite duration. It is claimed, and 
rightly so, that no. one knows exactly 
when goodwill value ceases to exist. Hence, 
it is the lesser of evils to allow the only 
objectively determined valuation avail- 
able (i.e., original cost) to be shown in the 
balance sheet. An appraisal of this, as 
well as the other two arguments, will be 
given later. 

Now to be considered is the reasoning 
of those who feel that goodwill should be 
written off, regardless of the fact that 
value remains. A line of thought fre- 
quently encountered in the past, but not 
too prevalent now, is summarized by 
Leake as follows: 

Super-profits can never exist permanently, be- 
cause commercial competition is universal and 
constantly at work, and, also, because the de- 
mand for any commodity or service may slacken 
or cease owing to changing conditions and new 
inventions, and, therefore, the annuity which the 


vendor of goodwill sells should never be treated 
as being in the nature of a perpetuity.‘ 


The first part of Leake’s statement would 
hardly hold in these days of very imperfect 
competition, but the remainder, empha- 
sizing the uncertainty of business condi- 
tions, still contains a great deal of truth. 

A very common argument set forth by 
authors of textbooks and other writers 
might be termed the ‘‘advance” concept 
of goodwill. It is based upon the premise 


*P. D. Leake, “Goodwill: Its Nature and How to 
Value It,” Accountant, January 17, 1914, p. 85. 
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that the original valuation of the goodwill 
was arrived at through a theoretically 
sound calculation. Yang expresses the 
idea thus: 

The payment made by one concern to another 
may be viewed as nothing but an advance—a sus- 
pense item—on the basis of the probability of 
excess earnings for a number of years.... z A 
deferred charge such as this should be written off 
during the periods to which the amount is sup- 
posed to apply... 


Obviously, if the purchase price of the 
goodwill was set at so many years’ pur- 
chase of average profits or average excess 
profits, then a write-off over the pre- 
scribed number of years would be in order. 
Essentially the same idea is put forth by 
Paton and Littleton, who view goodwill 
as the discounted value of future estimated 
excess earnings. They hold that the 
amount paid for these expected earnings 
should be amortized against the related 
revenues “in order that the income not 
paid for in advance may be measured.” 
In short, ‘‘an investment in anticipated 
excess earnings should be construed as a 
temporary investment recoverable within 
a period of a few years.’”® 

A closely related line of reasoning, 
though somewhat more subjective per- 
haps, points directly at the situation 
wherein goodwill value still exists in an 
amount at least equal to that present at 
the time of the purchase. In answer to 
those who maintain that a company 
cannot write down an asset which has not 
depreciated, it is pointed out that 
in general, the conditions which give rise to excess 
earnings cannot be assumed to be permanent, ... 
It is virtually impossible to impute on an objec- 
tive basis an element in earnings to an investment 
in goodwill, at least for a period beyond that im- 
plied in the valuation of the intangible. After 
such period has elapsed, therefore, it is reasonable 
to assume that superior earnings are the result of 


5 J. M. Yang, Goodwill and Other Intangibles (New 
York: The Ronald Press Company, 1927), p. 192. 

®W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards (American Account- 
ing Association, 1940), pp. 92-3. 


new factors and conditions rather than those 
present at the date of valuation and purchase, and 
that under the orthodox rule the value of such 
factors should not be explicitly recognized in the 
accounts.’ 


That is to say, the continued presence of 
high earnings is no indication that the 
factors paid for are still effective; rather, 
it is more reasonable to assume that they 
have simply been replaced by new factors, 
created through the efforts and skill of the 
new management. Consequently, since the 
asset that was purchased no longer exists, 
or is expiring, it should be written off. 

Frequently, goodwill is written off solely 
on the grounds of conservatism. Yang 
expresses this position well when he 
writes: 

Whenever indefiniteness of value obtains, even 
though an actual expenditure has been made, ac- 
counting favors writing the amount off as current 
expense or loss, the effect of the expenditure 
thereafter being accounted for through the chan- 
nel of periodical earnings. This is true of all values 
which cannot in the experience of the business be 
adequately tested as to their specific validity or 
legitimacy and their applicability to earnings 
other than those of the existing period.® 


Along the same line is the contention 
that writing off goodwill results in a sub- 
stitution on the balance sheet of general 
tangible assets—usually working capital— 
for the intangible value of the goodwill 
item. Here is the old concept of the secret 
reserve. Professor H. E. Gregory has 
pointed out how, when intangible assets 
are written off to income as an expense, 
stockholders are virtually cut off from 
dividends up to the amount of the charge. 
“Current income is reinvested in the 
corporate property and finally takes the 
form of miscellaneous tangible assets. The 
intangible, through the periodic amortiza- 
tion charge, will disappear, and in its 


7 William A. Paton, “Intangible Assets,” Section 15 
in his Accountants’ Handbook, 3rd Edition (New York: 
The Ronald Press Company, 1947), pp. 849-50. 

® Yang, op. cit., p. 155. 
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place will come bona fide property.’’® 
The net effect will be to place a company 
which has purchased, maintained, but 
amortized goodwill, in the same position 
as the business which has never been the 
subject of a sale but which has created 
goodwill in its own right. In both instances 
there supposedly exists what has been 
looked upon in the past as a secret reserve, 
in that all of the value of the business is 
not shown on the balance sheet. 

A reason frequently advanced in cor- 
porate reports for writing down goodwill 
is that book value was considerably below 
the actual value of the asset and, hence, 
was thought to be misleading to stock- 
holders and creditors. In such cases, good- 
will is usually retained at a nominal valua- 
tion of $1.00, thereby leaving the de- 
termination of actual value to the reader 
of the financial statements. 

The general attitude of most prac- 
titioners toward goodwill write-offs is 
probably best summed up in these words 
from Sanders, Hatfield, and Moore’s well- 
known work: 

The writing off of such intangible assets as 
goodwill evokes scarcely any protest, even when 
it is recognized that substantial goodwill exists. 
The general distrust of goodwill and the knowl- 
edge that it has been widely used to capitalize 
exaggerated expectations of future earnings leave 
an almost universal feeling that the balance sheet 
looks stronger without it. When actual considera- 
tion has been paid for goodwill, it should appear 
on the company’s balance sheet long enough to 
create a record of that fact in the history of the 
company as presented in the series of its annual 
reports. After that, nobody seems to regret its dis- 
appearance when accomplished by methods which 
fully disclose the circumstances.” 


Such are the arguments advanced by 
both sides in the controversy as to whether 
or not goodwill, which has been purchased 


* Homer E. Gregory, Accounting Reports in Business 
Management (New York: The Ronald Press Company, 
1928), p. 182. 

10 Thomas H. Sanders and others, A Statement of Ac- 
counting Principles (New York: American Institute of 
Accountants, 1938), p. 14. 


and fully maintained by the new owner, 
should be written down. There is little 
doubt in the mind of this writer but what 
those who would write off goodwill have 
the stronger case. This opinion is based 
upon a line of reasoning which starts with 
the premise that a payment for goodwill 
represents theoretically the present value 
of the “excess profits” accruing to the new 
owner as a result of the momentum of the 
earning power of the going business as it 
existed at the time of transfer. Such a 
concept necessarily implies a limited dura- 
tion of life for the actual goodwill factors 
purchased. Therefore, since the writer 
conceives of accounting as essentially a 
process of matching costs, in the historical 
sense, against those revenues for which 
they can reasonably be considered re- 
sponsible, the cost of a purchase of good- 
will should be matched against the reve- 
nues which it is expected to bring in, such 
matching to be accomplished by periodic 
write-offs to income in those periods pre- 
sumably affected. 

It would seem to be in order that some 
attempt be made to refute the arguments 
of those who prefer not writing off good- 
will. First to be examined is the May- 
Grady contention, voiced by Mr. May as 
follows: 

It is difficult to see how the assumptions (of 
those who would write off goodwill) lead to the 
conclusion that there should be charged against 
revenue both a write-off in respect of the old asset 
and the cost of an exactly similar new asset which 
has taken its place....A similar reasoning 
would justify the charge to operating expenses of 
both depreciation and the cost of replacement in 
respect of physical property." 

This is a rather convincing argument, and, 
in attempting to refute it, the writer must 
resort to a careful examination of the 
specific qualitative factors which underlie 
goodwill. Many of these factors are the 
direct product of the skill of management 


1 May, op. cit., p. 157. 
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over a period of time. It is recognized that 
unless these factors are capable of being 
transferred, they cannot contribute to the 
yaluation of any purchased goodwill. It 
should also be recognized, however, that 
such factors as good union relations, suc- 
cessful long-run advertising policy, and 
extra-eficient over-all organization and 
direction, while they can be turned over 
in their existing forms to a new board of 
directors, cannot be expected to continue 
to bring forth a bumper crop of earnings 
forever, simply because those same tech- 
niques are used and the same expenditures 
made that were so successful under the 
former management. These factors are 
transferable as salable goodwill only 
because they are considered to lend a 
certain momentum to the profit-producing 
ability of the business, which will enable 
the purchaser to reap several harvests of 
surplus earnings solely on the strength of 
the old management’s ability and efforts. 
Only a highly capable and progressive 
management can maintain the firm’s posi- 
tion as a leader in the industry over the 
long run. 

In most “arm’s length” transactions in 
which a corporate business changes owner- 
ship, there is likewise a change in manage- 
ment and directorship. It is the new man- 
agement’s task to preserve the value of 
the purchased goodwill through its own 
ingenuity and industry. If it is successful, 
intangible value will remain, but the 
expenditures made in the process will not 
be a true indication of the value, because 
this value will be determined in large part, 
at least, by the skill with which the new 
management administers the expenditures. 
No one would propose that the imputed 
value of management’s own skill be 
capitalized; consequently, there is no 
justification for setting up the value of 
the new goodwill factors on the books, and 
since the old factors are vanishing, the 
only logical recourse to the accountant is 


to write off the cost of the old factors and 
rely upon the income statement to reflect 
the existence of the new factors. The 
point to be emphasized is that mere cash 
outlay is not the sole ingredient in the 
recipe for goodwill. The basic element is 
skillful management. It seems that perhaps 
this fact has been lost sight of by those who 
liken the maintenance of goodwill to that 
of physical properties. 

With respect to the charge that the 
writing off of goodwill is a departure from 
the going concern concept of financial 
statements, it must be argued that the 
going concern concept is a point of view 
from which individual existing and recog- 
nizable assets can be properly carried at 
their residual cost valuations, even though 
their market values upon dissolution would 
be much lower. In other words, it is a 
concept whereby the carrying value of 
separate assets can be justified, rather 
than a means of justifying the indefinite 
retention in the balance sheet of every 
investment cost that has been incurred 
since the inception of the enterprise. When 
an investment “per se’ ceases to render 
the services or income for which it was 
purchased, none of its cost can reasonably 
be allowed to remain on the books. 

The third and last objection mentioned 
against writing off goodwill, namely that 
there is no scientific way of writing it off 
because of the indefinite duration of its 
life, seems to contribute little to the argu- 
ment, because many phases of the account- 
ant’s work involve the making of arbitrary 
decisions. Determining the length of time 
for intangible write-offs should afford no 
more problems than any other deprecia- 
tion estimates. 

The conclusion drawn here, then, is 
that, from a standpoint of pure theory, 
purchased goodwill should be systemat- 
ically written off, even in those cases in 
which intangible value still exists in an 
amount at least equal to that present at 
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the time of purchase. It must be realized 
that all factors giving rise to goodwill 
value are finite or temporal. The purchaser 
of the goodwill of a going business pays 
for the super-profits that he will probably 
enjoy due to the intangible values attaching 
to the business at the time of purchase, 
but he cannot expect the super-profits to 
persist unless he creates new intangible 
values himself to replace the ones pur- 
chased. It is as though the earning ca- 
pacity of the going business had acquired 
momentum in the hands of the seller and, 
hence, continued to function effectively 
for the benefit of the purchaser until it 
ran down, at which time the final dollar 
of goodwill cost should be written off the 
books. 

Concerning the method to be used in 
amortizing goodwill, that method would 
naturally be best which most nearly con- 
forms to the actual decline in value of the 
intangible factors purchased. It is, of 
course, impossible to determine with any 
degree of accuracy the extent to which 
intangible factors are losing their effective- 
ness, especially when they are being re- 
placed by new factors. Consequently, the 
accountant can only attempt to relate 
his amortization schedule to the assump- 
tions in the original calculation of the 
purchase price. In the case of a failure to 
resort to a reasonable procedure in the 
determination of that valuation, it would 
seem wise to write off the bulk of the cost 
of the goodwill within a very few years. 

The account to be charged with a 
write-off of goodwill may be one of several, 
depending upon the type of situation. In 
those cases in which the goodwill purchased 
immediately proves to be non-existent, the 
capital of the firm has obviously been 
expended with nothing having been re- 
ceived in return. Capital surplus, therefore, 
would seem to be the account which should 
bear the write-off charge, or in its absence, 
earned surplus. 
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An entirely different matter is presented 
in the usual situation in which goodwil 
value actually attaches to the business 
after the transfer of ownership. Here a 
cost has been incurred and future services 
acquired in return. These services are 
received in the form of reduced operating 
costs and increased total revenues. Ip 
figuring the net earned income for those 
periods benefiting from the services pur. 
chased, the cost of the services must be 
charged as an expense. In other words, a 
legitimate goodwill cost should be amor. 
tized by charges to the income of the 
periods during which the goodwill factors 
can be expected to retain their effective- 
ness. 

When goodwill is written off to income, 
it should appear as a charge in the operat- 
ing section of the income statement. This 
writer looks upon a payment for goodwill 
as a combination of deferred operating 
expense and payment for accrued interest 
on an investment purchased. It is the cost 
of future operating efficiencies as well as 
a payment for sales revenues to be re- 
ceived by the purchaser but earned by the 
seller. Accordingly, operating expenses 
must be increased and revenues decreased 
by the amount of the payment for good- 
will. These ends are both accomplished 
when write-offs are made against income 
from operations. The annual charge should 
be clearly set forth as the last deduction 
before the amount commonly designated 
as “‘net income from operations.” 

One other type of situation is common; 
namely, that in which the original cost of 
a legitimate goodwill purchase still appears 
on the books after the actual factors 
purchased can reasonably be considered to 
have ceased to exist, in whole or in part. 
Under these conditions, a complete or 
partial write-off is obviously called for and 
should be looked upon as a correction of 
the net income figures of prior periods. A 
charge in the nonoperating section of the 
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income statement or to earned surplus tangibles may be lumped together, or 
would be made, depending upon one’s. they may be divided as between those, the 
yiews as to the function of the income amortization of which is allowable as an 
statement. income tax deduction, and those not so 
Goodwill and other intangible assets are favored in that respect. They may be 
best presented in the balance sheet apart listed as net unamortized cost, or the total 
from the tangible assets and under a_ cost may be retained with the accumulated 
separate classification. All of the in- amortization deducted therefrom. 
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ACCOUNTING AND RISING PRICES IN 
A STUDENT CO-OPERATIVE 


DonALD A. CORBIN 
Lecturer in Accounting, University of California, Berkeley 


LL BUSINESS FIRMS have felt the 
A impact of rising prices in one way 
or another. In many cases their 
financial statements have yielded peculiar 
results. On the balance sheet, the historical 
cost basis of valuation of plant and 
equipment, and the “lower of cost or 
market” method for the valuation of 
inventories (especially under the last-in 
first-out rule) have tended to undervalue 
assets grossly. Credit ratings, current 
ratios, and insurance coverage often can- 
not be determined adequately from these 
figures. On the income statement, reported 
earnings have often soared to unprece- 
dented heights, due mainly to the match- 
ing of out of date inventory and deprecia- 
tion figures against current, higher selling 
prices. Accompanying this exaggeration of 
profits are the problems of higher replace- 
ment costs of inventories and plant, of 
sharing these illusory profits among the 
government taxing agencies, laborers, and 
stockholders, of the determination of 
future selling prices, etc. The accounting 
records become much less useful as aids 
in solving these perplexing problems, inas- 
much as they have not been adapted to 
the changing price level. 

The University Students’ Co-operative 
Association at Berkeley, California, has 
become aware of various inconsistencies 
and misleading items which have arisen 
in its financial records during the last 
decade. Its experience reveals some of the 
shortcomings of generally accepted ac- 
counting “principles,” and the need for 
positive action to prevent serious mis- 
interpretation of its statements during 
periods of significant changes in prices. 


In order to get a clear picture of the 
problems of the University Students’ 
Co-op. Ass’n, a brief résumé of its history 
is in order. The USCA was formed in 
1933 by fourteen students who were badly 
in need of low-cost living accommodations. 
It was incorporated in 1934 under the 
Non-profit Corporation Law of the State 
of California, and operated in a rented 
boarding house. Operations were com- 
menced with an exceedingly low capital of 
approximately $300 in cash, plus donated 
equipment. However, co-operative housing 
became popular and by 1939 the organiza- 
tion had over 700 members. The retention 
of savings and one dollar life membership 
fees made possible a $5,000 down payment 
on the purchase of its first building at a 
cost of $45,000 in September, 1939. This 
building accommodated 190 more menm- 
bers. Today the corporation houses 960 
students in five self-owned and two leased 
buildings, has a net worth (on an historical 
cost basis) of approximately $150,000, and 
handles nearly a half a million dollars 
annually. 

During its life, the corporation has 
adhered to the co-operative principles 
formulated by the Rochdale “Pioneers” 
in England in the year 1844. Briefly, these 
are: one member—one vote, nondiscrimina- 
tion, sales at market price, return of sav- 
ings in proportion to participation, and 
education. In line with these principles, 
savings for expansion were retained with 
the democratic consent of the members. 

The main purpose of the above sketch 
is to show that the Association has grown 
rapidly on a very limited capital, and that 
a great deal of its present financial worth 
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is due to fortuitous purchases of buildings 
at low prices (and with low down-pay- 
ments), during the recent period of rising 
prices. 

This period gave rise to many financial 
problems, one of the commonest being a 
continuous negative working capital bal- 
ance. Relatively heavy real estate mort- 
gage payments, and very low operating 
margins prevented alleviation of this 
situation. This, of course, has prevented 
improvement of the commercial credit 
rating and borrowing for further expan- 
sion. Other problems associated with 
rising prices came to light in 1950, es- 
pecially after the fighting in Korea began. 
They were noted in the Auditors’ com- 
ments in the report for the year ended 
June 15, 1950, at the general Membership 
meeting to plan budgeted savings, and in 
the Manager’s report on insurance cover- 
age and depreciation policy. These sources 
revealed the following contrasting results: 

1. The 90% co-insurance coverage on 
buildings totalled $237,000, whereas the 
buildings had a recorded value of only 
$140,000. 

2. Real estate mortgages payable (to- 
gether with loans from alumni to raise 
funds for a down payment on a building) 
totalled $175,000, $35,000 in excess of the 
book value of the buildings. 

3. Current appraisals of the depreciated 
replacement values of the buildings indi- 
cated that the above listed insurance 
coverage was quite inadequate, and that 
fixed asset net values were several hundred 
per cent in excess of recorded book values. 
In view of these and other facts, the 
auditors made the following comments in 
their report: 

“In our opinion, the board of directors 
should give careful study to the possible 
revision of the above figures. The costs 
assigned to land may be disproportionately 
high and the remaining lives on buildings 
may be too conservative. 


Further consideration might be given 
to recognizing in the accounting records 
the appraised value of buildings. Barring- 
ton Hall is the only building which has 
been reappraised, yet the 90% co-in- 
surance fire coverage of $237,000 indicates 
that other buildings may have values in 
excess of recorded amounts. If appraisals 
yield material increases, which are not 
offset by changes in the length of building 
lives, it may be that increased depreciation 
charges will indicate losses rather than 
savings on room operations. In order to 
insure that each generation of students 
bears its fair share of costs, this matter 
should be investigated. ... Proper treat- 
ment of the above items will insure that 
the corporation’s capital is not being 
impaired.” 

The above comments reveal the widened 
scope of the problems which must be dealt 
with when prices rise. Not only is working 
capital meager, insurance coverage inade- 
quate, and asset valuation grossly under- 
stated on the balance sheet, but real 
earnings are often overstated, and hence 
capital is in danger of being dissipated. 
The latter problem is all the more im- 
portant for the USCA, in comparison with 
many commercial enterprises, since it 
literally sets its rates (prices) on the basis 
of budgeted accounting figures. 

This point was illustrated at the recent 
general membership meeting which con- 
vened to vote on the proposal that a 
saving (net income) of $5.00 per member 
be budgeted for the ensuing year. The 
author of this paper was called upon to 
give an opinion as to the desirability of 
this proposal. It should not be difficult 
for the reader to imagine the unsatisfac- 
tory position one finds himself in when 
called upon to give an “expert” opinion 
on a real problem, and is forced to rely 
upon the unsatisfactory accounting in- 
formation heretofore mentioned. The use 
of the “historical cost less depreciation” 
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basis of valuation made an explicit answer 
impossible. 

A decision as to the desirability of 
budgeting a “saving” is, of course, a 
philosophical rather than an accounting 
matter, since it depends upon the ap- 
propriateness of expanding co-operative 
student housing in this manner. A valid 
answer, however, presupposes a knowledge 
of costs which would make possible the 
calculation of savings. It is budgeted 
current costs which are meaningful for 
this purpose, and these would not be 
available without appraisal figures for 
fixed assets. 

The answer finally suggested was that 
although a budgeted saving of $5.00 per 
member would be useful when prices were 
rising, it very possibly would not be 
sufficient, since the corporation might 
still be operating at a loss (in real terms) 
even at the proposed higher rates. In other 
words, it had to be pointed out that 
figures from the association’s certified 
‘ statements did not give the necessary 
information for making pertinent policy 
decisions such as this. It might be com- 
mented that explaining this to students, 
many of whose questions displayed a 
complete lack of knowledge of accounting 
and/or economic problems, was an ex- 
ceedingly difficult task. 

The fact that their corporation may 
really have been operating at a loss in the 
past, and that they may currently be in 
danger of using up the service life of 
buildings which will be difficult to replace, 
had not been clearly understood by the 
members and directors. The short comings 
of accounting which make possible such 
misconceptions are generally understood 
by accountants, and appropriate measures 
may be taken. In commercial enterprises 
these usually consist of retaining earnings 
(non-payment of dividends), or raising 
selling prices. The former, but not the 
latter method is available to an organiza- 


tion such as the USCA, since it sets prices 
on the basis of the cost figures taken 
from the accounting records. 

The rising price level problems of this 
co-operative are, in essence, similar to 
those that face all enterprises. The prac- 
tical problems are as follows: 

1. Who is going to pay for the current 
change in price levels, consumers, present 
owners or future owners? 

2. Should readers of balance sheets ex- 
pect them to be statements of financial 
condition in meaningful “‘market” value 
terms, or a collection of heterogeneous 
costs of past years? 

3. Should readers of income statements 
expect them to report “real” income based 
upon economic or “opportunity cost” 
principles, or income based upon the 
difference between current revenues and 
historical cost figures? 

4. How do rising prices affect the prob- 
lem of replacing retired assets, and how is 
the “impairment of capital” likely to 
arise? 

Although general answers to these 
questions will not be attempted here, a 
few suggestions in connection with the 
student co-operative’s problem will be 
made. In answer to the first question, it 
seems to this writer that an attempt 
should be made to set prices so that each 
generation of students pays for the current 
costs of the services it receives. In regard 
to room rates, this would involve the use 
of estimated sound appraisal values for 
depreciable assets, and the adjustment, if 
necessary, of estimated lives. Although 
basing rates or current market estimates 
will not entirely solve the problem of who 
is going to pay for continuous changes in 
price levels, it gives a much more satisfac- 
tory approximation (and burdens future 
students less when prices rise) than the 
usual historical cost approach. 

There is one fundamental difference be- 
tween a co-operative and a commercial 
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frm which might be mentioned. In the 
co-operative, the owners and the con- 
sumers are one and the same, whereas 
they are separate in the usual firm. This 
means that the ‘‘co-op” does not have the 
additional alternative of passing on higher 
prices to consumers, as distinct from pres- 
ent or future owners. Its alternatives are 
limited to sharing the burden between 
present and future members. 

In answer to the second question, it 
seems appropriate for this corporation, 
especially since their credit rating is so 
important, to use sound market value 
figures. Whenever market variations from 
cost are large, proper accounting entries 
which reveal both original cost and ap- 
praisal changes should be made. 

The answers to the third and fourth 
questions will be treated simultaneously. 
In view of material price level changes, 
income statements reporting an estimated 
“real” income would be far superior to 
customary reports. Budgets should be 
based on current costs, and rates set 
accordingly. If this method is followed, the 
impairment of capital arising from low 
room rates will be materially reduced. 
Current costs should be deducted from 
revenues, even if room rates are not 
raised. In this manner, any losses from 
room operations will reveal that the 
services being received from the buildings 
are of greater value than the amounts 

Explanation 
Used cost—1946........ 


Replacement cost—new . . 
Accumulated depreciation. . 


Undepreciated balance... 
Estimated life.......... 
Remaining life—1950. . 
Yearly depreciation... 


being paid. The fact that capital is being 
impaired will then be revealed in the 
statements. 

Perhaps a brief explanation of the 
meaning of the impairment of capital is in 


order. Viewed narrowly, capital may refer 
to the dollar amounts originally tied up in 
the firm’s net assets (original cost). On 
the other hand it may be thought of as the 
value of the services of a given physical 
“plant,” regardless of the original dollar 
amounts. It is in this latter sense that we 
refer to capital. It may be impaired by not 
retaining assets equal to the current value 
of the original “plant.” This may be 
viewed in physical terms in connection 
with the buildings of the students’ “co- 
op.” If it owns a depreciating building 
which now houses 190 members, but 30 
years from now is only able to replace this 
(without future additional investments) 
with a building giving similar accommoda- 
tions to 105 members, capital has been 
impaired. 

A hypothetical illustration in connection 
with one of the association’s buildings may 
serve to compare the cost with the ap- 
praisal methods of accounting for de- 
preciable assets. A Berkeley hotel was 
purchased in 1946 for $117,000; $73,750 
was allocated to the building and $43,250 
to land, the allocation being made upon 
the basis of assessed valuations. The fol- 
lowing chart reveals the pertinent data 
under both the cost basis and the appraisal 
basis, assuming straight-line depreciation. 
Data for the appraisal are taken from a 
1951 professional valuation report, except 
that appraised lives are hypothetical. 


Per Books Per Appraisal Difference 
$73,750 

$322,000 +$248 ,250 

$19, 668 $107 ,333 +$ 87,665 
$54,082 $214,667 +$160, 585 
60 + 45 

11 40 + 29 
$ 4,917 $ 5,367 +$ 450 


Based upon a membership of 960 stu- 
dents, this would indicate an approximate 
increase in depreciation cost per student 
of fifty cents per member. After taking 
into account the other four buildings, the 
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amount of this adjustment may be rela- 
tively significant, since the association 
sets its rates so close to budgeted cost. 

In order to record the results of the 
appraisal, it is first necessary to reduce the 
accumulated depreciation by $14,752. 
This is to correct the overstatement of 
depreciation based on cost, resulting from 
the use of a 15 rather than 60 year life 
during the last four years. The results of 
this calculation and other pertinent figures 
needed to record the appraisal increase are 
shown below: 


Accumulated depreciation per appraisal ... $107,333 
Accumulated depreciation per 
$19, 668 
Less: 4 year over-depreciation... 14,752 
Adjusted accumulated depreciation on cost 4,916 
Unrecorded accumulated depreciation per 
Total appraisal increase................. 248,250 
Difference—(Appraisal Surplus)...... $145,833 


The annual entry for depreciation should 
now be based upon the total appraisal 
value and the 60 year life, yielding the 
following figures: 


Depreciation on cost........... ree 
Depreciation on appraisal increase. . | 
Depreciation on total appraisal value....... $5,367 


From the above illustration it may be 
observed that the conventional accounting 
methods tend to yield an unpredictable 
result for depreciation. The use of original 


cost as a basis for depreciation when 
prices are rising understates real costs, 
whereas the use of “conservative” esti- 
mates of the lives of buildings works in 
the opposite direction. 

The use of “‘conservative” estimates of 
building lives will also mean that in a few 
years the buildings will be fully depreci- 
ated on a cost basis. The yearly deprecia- 
tion expense will then be zero, grossly 
understating future operating costs. 

In the above illustration, for one build- 
ing, the cost basis yielded results which 
slightly understated real costs, although 
the amount is relatively significant for this 
particular organization. Further price in- 
creases, especially in the cases in which 
estimated building lives are not as short 
as in our illustration, will reveal still 
further understatement of costs. 

In conclusion, it may be said that the 
University Students’ Co-operative Associ- 
ation presents the case of a corporation in 
which the benefits of using the “market” 
or appraisal method of accounting more 
than offset any difficulties of applying 
the method. If appraisals are too expen- 
sive, index numbers may be used. Admit- 
tedly appraisal or index number figures 
will not be perfectly accurate as measures 
of market value, but the approximations 
will be much more useful than outdated, 
historical cost figures. The accounting 
records may then be used in seeking an- 
swers to current problems. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones, have developed 
devices and techniques for the presentation of certain of the knotty aspects of accounting, and it is 
felt that such suggestions might well be made available to the other members of the teaching profession 
through The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all corre- 
spondence to Frank S. Kaulback, Jr., School of Commerce, University of Virginia, Charlottesville. 


Virginia. 


DEVICE FOR DETERMINING AND RECORDING MANUFACTUR- 
ING EXPENSE VARIANCES 


VERNAL H. CarMIcHAEL, Ball State Teachers College 


In the study of standard costs, the 
learner usually has difficulty in determin- 
ing variances in the accounting for the 
elements of cost and in setting up entries 
to record these variances. Generally, less 
difficulty is encountered in computing and 
recording variances for direct materials 
and direct labor, where variances are 
usually considered to arise from two 
sources, price variations and quantity vari- 
ations, than is encountered in computing 
and recording variances for manufacturing 
expenses, where variances are usually 
considered to arise from three sources, 
budget excess variation, idle capacity 
variation, and efficiency variation. This 
discussion will disregard the problems 
arising out of the handling of variances 
for direct materials and direct labor; it 
will present a method which has been used 
successfully by students in learning to 
determine and to record the three vari- 
ances that arise in the handling of the 
manufacturing expenses. 

Students usually have less difficulty in 
determining and recording the manufac- 
turing expense efficiency variance than 
they do in determining and recording the 
budget excess variance and the idle ca- 
pacity variance. A common method for 
computing and recording the efficiency 
variance is to debit work-in-process for 


standard hours (will use labor hours in 
this discussion) at standard rates and to 
credit applied manufacturing expense for 
actual hours at standard rates, with the 
efficiency variance account being either 
debited or credited for the variation. The 
efficiency variance is, in reality, a quantity 
variation. 

Since manufacturing expenses are en- 
tered at an applied rate, a difference will 
usually exist between the actual and the 
applied expenses at the end of the period. 
This difference is classified as over- or 
under-applied manufacturing expenses and 
is, in reality, a price variation. This varia- 
tion is the result of a miscalculation in 
estimating either, or both, the total ex- 
penses or the total labor hours for the 
period. The variation that arises out of an 
error in estimating the total expenses 
is recorded as budget excess variation. It 
is determined by finding the difference 
between the actual expenses and the 
budgeted expenses. The variation that 
arises out of an error in estimating the 
total labor hours is recorded as idle ca- 
pacity variation. It is determined by 
finding the difference between the applied 
expenses and the budgeted expenses. 

The actual expenses are just what the 
name implies, the actual expenses for the 
period. The budgeted expenses are the 
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estimated expenses for the period. The 
applied expenses are the expenses that are 
applied during the period and are found 
by multiplying the actual hours by the 
standard rate. 

Students have difficulty in determining 
budget excess variation and idle capacity 
variation and in knowing whether to debit 
or to credit the accounts that carry these 
variations, after they have correctly de- 
termined these variations. Here is a device 
or method which students have found 
helpful in determining and in recording 
these two kinds of variations. 

Arrange the actual expenses, the budg- 
eted expenses, and the applied expenses 
in the order shown in the three illustrations 
below. Notice how the difference between 
the actual and the budgeted expenses be- 
comes apparent; this is the budget excess 
variation. Notice also how the difference 
between the applied and the budgeted 
expenses stands out; this is the idle ca- 
pacity variation. 

Actualexpenses $1750) Budget excess, $300; Dr. 
Budgeted expenses 1430} Budget Excess Variance 


“(Idle capacity, $30; Dr. Idle 
Applied expenses 1420 } Capacity Variance 


Actualexpenses $1400) Budget excess, $50; Cr. 
Budgeted expenses 1450/ Budget Excess Variance 
Idle capacity, $40; Cr. Idle 
1490 } Capacity Variance 
Actualexpenses $1650) Budget excess, $200; Dr. 
Budgeted expenses 1450/ Budget Excess Variance 


Idle capacity, $50; Cr. Idle 
1500 ) Capacity Variance 


Applied expenses 


Applied expenses 


If actual expenses are greater than 
budgeted expenses, debit Budget Excess 


Variance for the difference. If actual 
expenses are smaller than budgeted ex. 
penses, credit Budget Excess Variance for 
the difference. If applied expenses are 
smaller than budgeted expenses, debit 
Idle Capacity Variance for the difference, 
If applied expenses are greater than 
budgeted expenses, credit Idle Capacity 
Variance for the difference. 

The journal entry for recording the 
budget excess variance and the idle 
capacity variance for the third illustration 
would be: 

Manufacturing Expense Applied... ... 

Manufacturing Expense, Budget Excess 

200 
Manufacturing Expense, Idle Capac- 


Manufacturing Expense.................. 1650 


If the budgeted labor hours for the 
orders actually put into production are 
the same as the budget estimate, the 
journal entry for recording the efficiency 
variance would be: 
Work-in-Process, Manufacturing Ex- 


pens 
Manufacturing Expense, Efficiency 


Of course, in an actual situation, the 
entry to record the efficiency variance 
should precede the entry to record the 
budget excess and the idle capacity vari- 
ances. It has been recorded out of order 
here only as a matter of expediency in 
placing the entry for budget excess and 
idle capacity variances close to the 
illustrations. 


PROFIT VARIATIONS 


JouN V. Forpon 
University of Washington 


In the process of teaching students to account for variations in Gross and Net Profit 
as between two fiscal periods, the following worksheet has been very useful in the 


class room: 
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(a) based on the assumption that sales price has increased 10%: 


% 1 2 3 5 
1943 (1944 on a 1944 Dec. Inc. 
1943 basis) 
(100) $20,000 $24,000 $26,400 $ $2,400 
( 70) 14,000 16,800 18,000 1,200 
EE OES ( 30) $ 6,000 $ 7,200 $ 8,400 $1,200 
Increase in Gross Profit: $8,400—$6,000 or........ $2,400 


$3 ,600 $3 ,600 


1. The first column, 1943, is the base year, or the year from which the variations occur. The base year is usually 
the previous fiscal year, and the percentage relationship of the sales to cost to gross profit is the basic proportion 
for the analysis. 

3. The third column, 1944, contains the actual figures from the year just ended, and contains the changes that 
are to be analyzed. 

2. The second column, 1944 on a 1943 basis, is a tie-up between the two years, using change in sales price, cost, 
or volume, as the link between the two years for comparative purposes. It is usually preferable to use the variation 
about which the most accurate information is available. 

In this example sales price was assumed to increase 10%. Then $26,000 (1944 sales) divided by 110% equals 
$24,000 (1944 sales on a 1943 basis). And $24,000 70% equals $16,800 (1944 cost on a 1943 basis). 

The $7,200 gross profit in the #2 column shows the gross profit change due to volume only. 

4. The fourth column contains all variations tending to decrease profits. 

5. The fifth column contains all variations tending to increase profits. 

The difference between columns one and two is volume only; all changes in cost and sales price being shown a 
difference between columns two and three. 

The dollar change in volume being found on the Gross Profit line, columns one and two. (Illustrations a, b, c) 

When analyzing net profit, the dollar change in volume is found on the net profit line, columns one and two. 
(Illustrations d and e) 


(b) based on the assumption that cost decreased 10%: 


% 1943 (1944 on a 1944 Dec. Inc. 
1943 basis) 
Sales. . . > $20,000 $30,000 $32,300 $ $2,300 
Cost... ( 70) 14,000 21,000 18,900 2,100 
Gross Profit ( 30) $ 6,000 $ 9,000 $13 ,400 3,000 
Increase in Gross Profit: $13,400—$6,000 $7 ,400 


$7,400 $7,400 


Cost decreased 10%, therefore $18,900 divided by 90% equals $21,000 (1944 cost on a 1943 basis). And $21,000 
divided by 70% equals $30,000 (1944 sales on a 1943 basis). 

Gross Profit increased $2,300 due to increased selling rice, and increased $2,100 due to drop in cost. The in- 
crease due to volume as shown as the gross profit line is $5'000 


(c) based on the assumption that volume increased 10%: 


% 1943 (1944 on a 1944 Dec. Ine. 
1943 basis) 
Sales...... (100) $20,000 $22,000 $23 ,000 $ $1,000 
a Ce ( 70) 14,000 15,400 15,700 300 
8 ee my ( 30) $ 6,000 $ 6,600 $ 7,300 $ 600 


$1,600 $1,600 


Volume increased 10%, therefore the figures in column one are increased by 10% to give the figures in column 
two, 
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(d) based on the assumption that volume increased 10%, and that all expenses are variable. 


% 1943 

Sales... (100) $20 ,000 
Cont... ( 70) 14,000 
Gross Profit ( 30) 6,000 
Selling Exp. ( 10) 2,000 

( 20) 4,000 
General Exp. ( 8) 1,600 
Net Profit ( 12) $ 2,400 


Increase in Net Profit: $3,330—$2,400 or 


(1944 on a 1944 Dec. Ine. 
1943 basis) 
$22,000 $23 ,000 $ $1,000 
15,400 15,700 300 
6,600 7,300 
2,200 2,100 100 
4,400 5,200 
1,760 1,870 110 
$ 2,640 $ 3,330 240 


930 
$1,340 $1,340 


(e) based on the assumption that volume increased 10%, and that all expenses are fixed: 


Some time ago the writer was one of a 
board of civil service examiners retained 
to examine a group of candidates for a 
responsible accounting position involving 
considerable administrative ability and 
tact. The candidates were quizzed on and 
were required to discuss problems covering 
the fields of economics, statistics, law and 
accounting, as well as certain questions of 
a nature calculated to learn something of 


% 1943 (1944 on a 1944 Dec. Ine. 
1943 basis) 

Sales. . (100) $20,000 $22,000 $23 ,000 $ $1,000 
Cost. . ( 70) 14,000 15,400 15,700 300 
Gross Profit ( 30) 6,000 6,600 7,300 
Selling Exp. ( 10) 2,000 2,000 2,100 100 

( 20) 4,000 4,600 5,200 
General Exp.. ( 8) 1,600 1,600 1,870 270 
Net Profit. ( 12) 2,400 3,000 3,300 600 
Increase in Net Profit: $3,300—$2,400 or 930 


$1,600 $1, 600 


This worksheet can also be used for budgeting a year or two in advance. Problems 
that appear to be difficult, solve themselves rather easily by putting the known elements 
in the pattern, and filling in the unknown on the basis of the budget. It also lends itself 
well to visual education because of its size and construction. 


THE STUDY OF PHILOSOPHY AS PART OF THE 
ACCOUNTING STUDENTS’ TRAINING 


ROBERT G. ALLYN 
Western Reserve University 


their ability to handle administrative 
problems. All of the candidates had exten- 
sive accounting background. Many of 
them were college graduates with com- 
mercial degrees. Notwithstanding their 
qualifications, however, the group was 
embarrassingly inept in being able to 
express themselves logically, coherently, 
and even grammatically, when asked ques- 
tions of a technical nature in their major 
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field of accounting. Somewhere along the 
line, obviously, the education and training 
of these men were deficient. 

Another example which uncovered the 
same symptoms came to light in a different 
manner. At the completion of a course in 
auditing theory, the writer asked the 
members of his class to complete anony- 
mously a teacher-rating schedule with 
which they had been supplied. One com- 
ment appended by a student, who was also 
a full-time employee of a public accounting 
firm, was that not enough class time had 
been spent on problems requiring figure 
work. His criticism was that too much 
class time had been devoted to questions 
and problems of an expository nature— 
questions which required the student to 
discuss or to write out answers dealing 
with a point of professional ethics, com- 
mercial law or accounting theory as re- 
lated to the field of auditing. Now, whether 
one agrees or not with the validity of the 
student’s criticism or the writer’s peda- 
gogical fitness or method, it does seem 
clear that this student felt more at home 
with a pencil in his hand and a mass of 
figures to analyze and interpret. He did 
not like to discuss, explain or outline a 
topic in a rhetorical manner. This particu- 
lar student is not unique. His attitude is 
found among many accounting students, 
at least those who are judged solely by 
their ability to solve accounting problems; 
and too frequently this is the only norm 
of accomplishment. 

Isolated and limited as these two cases 
are, they illustrate a condition which 
many public accounting firms and teachers 
of accounting know to exist too commonly.! 

1 Cf. “Education For Public Accountancy,” Emanuel 
Saxe, pp. 28-36, THE ACCOUNTING REvIEw. Jan., 1947. 
Mr. Saxe supports several authorities in recommending 
a broad cultural background in arts and sciences as a 
base upon which to build a technical training. Cf., also 
“A Businessman’s Responsibility to Education,” Elmer 
L. Lindseth, President, The Cleveland Electric Illu- 


minating Company; a speech given at John Carroll Uni- 
versity, Ghovalnad, Ohio, July 13, 1950. Mr. Lindseth 
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Part of this deficiency which teachers 
know exists not only among students of 
commerce, but of the humanities as well, 
lies in the pre-collegiate training period, 


part in the retentive effects of home en- 
vironment, part in the unbalanced choice 
of courses permitted to collegiate students 
under a fully-elective system of courses 
of study, and part lies with the methods 
of instruction employed by the teachers.* 

Not wishing to become involved in the 
pros and cons of a discussion of our 
entire system of education, the writer is 
going to limit himself to a few observations 
of the value of including courses in philos- 
ophy in the curriculum of an accounting 
student. It is his belief that a program of 
courses in philosophy can help to fill a 
void in the average accounting student’s 
undergraduate program. This article is 
iimited further in that it does not attempt 
to encompass the entire field of philosophy. 
The very essence of the meaning of 
philosophy,*® as being the science of all 
things looked at with the aid of natural 
reason and having ultimate truth as its 


said, “The general background courses, offering less 
tangible vocational application but certainly far greater 
—_ educational significance, have thus been sacri- 

2 Cf. New York Times, Sun. September 24, 1950. 
A faculty committee of the Massachusetts Institute of 
Technology recently proposed a four-point program, 
placing greater stress on the humanities: 

“1, That the subjects of instruction be improved by 
reducing the detailed content and by increasing 
emphasis in fundamental principles and on the 
development of powers of judgement and dis- 
cernment. 

2. That the humanities staff be strengthened and 
that instruction in the humanities and social 
sciences be fortified by extending the time alloted 
to these subjects. 

3. That greater allowance be made for individual 
differences in aptitudes and interests. 

4, That care be taken not to load the student with 
so many obligations that he had no chance for 
reflection.” 

It is interesting to note that the faculty committee mak- 
ing the above recommendation included a professor of 
accounting, Ronald H. Robnett. 

+ Cf. Will Durant, The Mansions of Philosophy. 1929, 
Garden City Publishing Company. “At once it becomes 
clear that any problem can be the material of philosoph 
if only it is studied in total perspective in the light of all 
human experience and desire.” p. 12 
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object, limits this little article to a few 
basic philosophical principles which might 
be of value to students of accounting. 

The field of auditing is an especially 

applicable course of study in which some 
knowledge of philosophy could be helpful. 
For example, take a discussion of the 
ethics of the public accountant. Having 
surprised the student by apprising him 
that certified public accountants who are 
members of the American Institute of 
Accountants or various state societies do 
have a code of ethics worthy of any pro- 
fessional society, the next problem is to 
inculcate in him the meaning, the spirit, 
and the desire to live up to these promul- 
gated rules. For instance take a portion 
of Rule 5 of the American Institute’s code 
of professional ethics:* 
“In expressing an opinion on representations in 
financial statements which he has examined, a 
member or an associate shall be held guilty of an 
act discreditable to the profession if: 

(a) He fails to disclose a material fact known 
to him which is not disclosed in the finan- 
cial statements but disclosure of which is 
necessary to make the financial statements 
not misleading;” etc. 

On one occasion, when explaining this rule 
to a class, the writer and the students 
related it to the problem of “window- 
dressing.’’ One student held the view that 
a public accountant may present the 
figures in any manner dictated by the 
situation in which he finds himself. 

Here is an obvious statement of a 
thoughtless adherence to pragmatic philos- 
ophy—that utility or expediency is the 
test of truth.’ If this were so, one need 

* Cf. Carey, John, Professional Ethics of Public Ac- 
counting. 1946. American Institute of Accountants. 
“The most important of the rules of professional con- 
duct... is Rule 5.” p. 15 

5P. 168, Walter F. Cunningham, Notes on Episte- 
mology. 1930. Fordham U. Press. Cf. also p. 30. Will 
Durant. op. cit. “But of course personal and temporary 
utilities did not confer upon a belief the brevet of truth; 
only permanent and universal utility would make an 
idea true; and since this was a condition that was ‘ever 


not quite’ fulfilled, truth was never more than prob- 
ability.” 


not argue very cogently that all truth is 
relative. One could, as this student had 
done, rationalize the virtue of his actions 
under any circumstances. No wonder 
many people are suspicious of financial 
statements. It seems to the writer that 
this condition is again symptomatic, not of 
any honest difference of opinion in the 
application of accounting theory, for ex- 
ample, but just careless disregard for the 
truth. This carelessness is a partial expres- 
sion of ignorance, or, at least, lack of 
appreciation, for those branches of philos- 
ophy, known as epistemology and ethics. 

We shall consider briefly the offerings 
of these phases of philosophic study. The 
word epistemology is derived from the 
Greek works, episteme, meaning knowledge 
and, logos, meaning science; and s0, 
literally, it means the “Science of Knowl- 
edge.’’ While some philosophers have used 
the word synonymously with another 
branch of philosophy, logic,® others have 
made an essential distinction.’ The latter 
group of philosophers consider logic as 
that branch of philosophy which deals 
with the correctness of one’s thought 
processes. The material element of one’s 
judgements—that which we have focused 
our attention upon—the possibility of 
reaching certitude as a result of an intel- 
lectual operation—are the problems with 
which epistemology deals. A formal defini- 
tion of epistemology is that it is that 
“science which sets forth and establishes 
the existence of true and certain human 
knowledge, the means of acquiring such 
knowledge, and the norm by which we can 
distinguish such knowledge from falsity.”* 

Of possible interest to the Accounting 
student is the contemplation of the pos- 
sibility of attaining truth and an under- 
standing of the motives governing certi- 


* P. 1. Daniel S. Robinson, The Principles of Reason- 
ing. 1929. D. Appleton & Co. 

7 P. 2. Walter F. Cunningham, of. cit. 

P. 2., ibid. 
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tude to which his intellect should assent. 
There have been several theories pro- 
pounded by philosophers concerning the 
nature of truth. They range from the 
Sophistical teachings of Protagoras, 
through the naturalness of Socrates, the 
idealism of Plato, the moderateness of 
Aristotle, the synthesis of the Scholastics, 
the scepticism of Descartes, and the prag- 
matism and critical realism of the mod- 
erns. While this brief chronology is not 
complete, it does suggest that there is no 
universal agreement among philosophers 
as to what truth is, or how it can be 
attained. It seems, though, that most 
thinkers agree that truth is a kind of 
conformity or coherence between the 
thinking subject and the object of its 
attention. The controversies are mainly 
in the process, not in the result. When 
man’s intellect in its pursuit of truth 
attains it, the intellect is in a state of 
certitude, when it can firmly pronounce 
judgement without fear of error because 
the objective evidence compels assent. 
Unfortunately, the accountant’s state of 
mind is often not one of certitude; it is 
usually of opinion. However, the main 
point of my thesis is not whether account- 
ing students should know whether they 


can attain truth, but why they can or 
cannot attain truth.® The imperfect, as it 
were, is known as such through one’s 
contemplation of the perfect. 


In the field of ethics, the accounting 


student can learn much to help in his 


relationships with his fellow man, or if 


you will, his co-workers. Ethics, defined 


as “the science of moral obligations” deals 
with man in his four-fold relationship to 
God, his fellow-man, himself, and the 
lower orders of nature. It involves essen- 
tially an understanding of rights and 
duties. It seems to the writer that there is 
no more valuable subject of study which 
the accounting student could draw upon 
for aid in understanding and getting along 
with other people. 

While it is obvious that this article has 
only briefly and consequently, super- 
ficially, touched upon certain aspects of 
philosophy, it is hoped that it will promote 
interest in the study of philosophy by 
commercial students in general. 


®Leo Schmidt, “Practical Uses of the Device of 
Formal Logic in Accountants’ Daily Work” pp. 378- 
387 The Journal of Accountancy. November, 1949. 
While Aristotelian logic is now considered to be out- 
moded, Schmidt offers some interesting suggestions for 
its use by accountants. 


FEDERAL ACCOUNTANTS OFFER COOPERATION 


Howarpb W. WRIGHT 
Office of the Secretary of Defense 


The Federal Government Accountants 
Association was organized in Washington, 
D. C. on September 14, 1950. The Associa- 
tion was formed to unite professional ac- 
countants in the Federal Service for the 
purpose of providing a means for inter- 
change of ideas among accountants, to 
aid in the improvement of accounting and 
auditing in the Federal Government, and 
to contribute to the improvement of 


education in the field of accountancy with 
emphasis on application of accounting and 
auditing to Federal Government. 
Membership in the organization re- 
quires incumbency of a professional ac- 
counting position in the Federal Govern- 
ment and six or more years experience in 
professional accounting positions with 
responsibility for devising, installing and 
operating accounting systems, or con- 
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ducting audits and special studies. College 
degrees and C.P.A. certificates may be 
substituted for a portion of the required 
experience. By May 1, 1951 more than 
325 controllers and accountants in the 
Federal Service had been admitted to 
membership. 

The last of the previously mentioned 
purposes of the organization is one having 
particular interest for the members of the 
American Accounting Association. As orig- 
inally prepared, the by-laws provided for a 
special committee on “Cooperation with 
Educational Institutions.” During the 
first year of the Association’s life this 
Committee was constituted and engaged 
in preliminary work designed to determine 
the nature and scope of its activities. As a 
result of this work and because of the 
importance placed upon education by the 
Executive Committee, the latter recom- 
mended in April 1951 that the Chairman 
of the Committee on Cooperation with 
Educational Institutions be a member of 
the Executive Committee. Such recom- 
mendation was accepted by the member- 
ship in that same month. 

The Federal Government Accountants 
Association is now prepared to undertake 
the following activities in cooperation with 
the American Accounting Association, any 
educational institution, or any individual 
college professor. 


Consultation on curriculum problems 


The impact of Federal Government on 
the economy of the country is constantly 
increasing not only due to the present 
international situation but also to the 
long term changes in the concept of the 
responsibilities of that Government. An 
increasing share of the national income is 
being devoted to governmental expendi- 
tures. The management of and accounting 
for these expenditures requires the use of 
the best brains available. College trained 
men are desperately needed in the Federal 


Service. In the past little consideration 
has been given by educators to the 
Federal Service as a career for their ac- 
counting majors. Since the demands and 
needs are so great, it is the feeling of the 
FGAA that educators should consider a 
career in the Federal Service as being ona 
par with those in private industry or public 
accounting. 

An appreciation of this situation on the 
part of individual instructors and _ the 
institution at which they serve may indi- 
cate a need for some reorientation of 
their accounting curriculum. The FGAA is 
anxious to cooperate with any institution 
towards a solution to this problem. It 
must be emphasized at this point that the 
FGAA is desirous of being of service to the 
institution and does not intend in any 
way to establish either now or in the future 
any rigid requirements for specific account- 
ing courses that must be included in any 
curriculum. We feel however that the 
combined experience of the membership 
of this Association would be of value to any 
institution which requests such coopera- 
tion. The initiative for such requests must 
rest with the institution. 


Availability of speakers 

Virtually every academic institution 
which has an area of concentration in 
accounting has some form of accounting 
club. This may be a chapter of Beta Alpha 
Psi, it may be a local honorary group or 
it may be a club for which all accounting 
majors are eligible. Regardless of the 
nature of such organizations these clubs 
are faced with the problem of securing 
qualified speakers for their periodic meet- 
ings. The FGAA is anxious to discuss the 
problem of managerial control and the 
operation of the Federal Government with 
college students. The work of many mem- 
bers of the association requires that they 
make business trips to virtually every 
section of the United States sometime in 
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the course of the year. The only problem 
which remains is to bring this supply and 
demand together. 

The Association is prepared to establish 
an informal speakers bureau. It is very 
doubtful that long term commitments to 
provide speakers for specific occasions can 
be made since such arrangements would 
have to be integrated with a business trip 
of the particular speaker. Likewise it is 
doubtful that a named individual could be 
provided upon request since that indi- 
vidual’s work may not call for him to be 
in the particular geographic area of the 
institution making the request at the time 
his services are desired. 

Therefore, it is proposed that any insti- 
tution or organization desiring a speaker 
from among the membership of the As- 
sociation contact FGAA indicating various 
dates that would be suitable to it. This 
contact should be made several months 
in advance of the anticipated dates in 
order to give the Association an oppor- 
tunity to circularize its membership and 
to determine which members may be 
within the geographic area of the re- 
questing institution or organization on the 
approximate dates indicated. Obviously 
the Association cannot promise to make 
individuals available for all occasions. It 
can only bring the institutions or organiza- 
tions together with someone who will be 
available. Further arrangements must be 
between the individuals and the institution 
or organization. 


Cooperation with members of the academic 
profession who want answers to specific 
questions. 


Quite frequently college instructors in 
accounting, particularly the newer ones, 
are handicapped by a lack of source of 
information with respect to concrete prob- 
lems or questions faced in their teaching. 
The FGAA is anxious to be of service in 
this area. Its membership represents vir- 
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tually every government agency and there- 
fore the Association is in a position to 
place the accounting instructors in contact 
with specific individuals who would be 
best qualified to assist them with the solu- 
tions to some of the problems which are 
faced. 

Unfortunately a word of caution or 
restraint must be inserted. The Association 
has no paid staff and has no full time facili- 
ties for research. Any requests for infor- 
mation must of necessity be answered by 
one of the members in addition to his nor- 
mal work, or through the use of his own 
free time. Requests which would require 
extensive research or which would be 
particularly time consuming could prob- 
ably not be met. In such an instance our 
members would be willing to indicate the 
nature and location of the source material 
but could probably not go beyond such 
indication. The ultimate decision as to 
whether or not such requests can be han- 
dled at all must of necessity rest with the 
individual members of the Association to 
whom the inquiry is referred. The latter 
individual must make his own decision 
based upon the nature of the request, the 
amount of information available to him 
and the magnitude of his current work- 
load. The Association is anxious to bring 
the two individuals together but can as- 
sume no responsibilities beyond that point. 

The Association is new, it is untried 
but is anxious to further the advance of 
the accounting profession. Probably the 
most significant long term effort in this 
direction can be made by beginning at the 
place where the future members of the 
profession make their decision to enter 
into it. It is for this reason that the Associ- 
ation is initiating this program for coopera- 
tion with the academic profession. All com- 
munications with respect to it should be 
addressed to Director of Education, Fed- 
eral Government Accountants Association, 
Post Office Box 53, Washington 4, D. C. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 
can Institute of Accountants, and were presented as the second half of the May 
1951 C.P.A. Examination in accounting practice. The candidates were required 
to solve problems 1 and 2, and either problem 3 or problem 4. The time allowed was 
four and a half hours. The weights assigned were: problem 1, 10 points; problem 
2, 25 points; problem 3 or problem 4, 15 points. 
A suggested time schedule is given below: 


Problem 1 40 minutes 
Problem 2 75 minutes 
Problem 3 75 minutes 
Problem 4 75 minutes 


No. 1 


The following questions relate to federal income taxes. An answer sheet has been 
provided for your convenience. No reasons need be given to support your answer. 
Your grade will be based entirely on the number of correct answers you submit. 


a. The following statements are to be answered by deciding whether the statement is essentially true or false: 
If the statement is true, enter (a) on your answer sheet; if the statement is false, enter (b) on your answer sheet. 
. An infant who has $800 gross income cannot be claimed as a dependent by his parent. (a) True, (b) False. 
2. Entertainment costs incurred by a salesman, not reimbursable by his employer, are deductible by the sales- 
man. (a) True, (b) False. 
. If a landlord receives $5,000 rental in 1950, covering rent for the five years ended December 31, 1954, 
$1,000 is included in gross income for the year 1950. (a) True, (b) False. 
. Bad debt recoveries subsequent to year of write-off may be excluded from gross income of the year in which 
recoveries are made if no tax benefit resulted from the write-off. (a) True, (b) False. 
5. Fees received for serving on a jury are includable as taxable income. (a) True, (b) False. 
6. Compensation received by a minor for services rendered is included in the gross income of the parent. 
(a) True, (b) False. 
. Resident aliens are taxed on income from sources outside the United States. (a) True, (b) False. 
. Life insurance proceeds received by widow at death of spouse need not be included in her taxable income. 
(a) True, (b) False. 
. Non-resident aliens not engaged in business in the United States are taxed on cash dividends received from 
domestic corporations. (a) True, (b) False. 
10. Contributions made to a close family friend by an individual to keep him off relief are deductible by the 
contributor, if not in excess of 15% of adjusted gross income. (a) True, (b) False. 
b. Enter on your answer sheet the letter which identifies the correct amount for each of the following situations: 
1. Joseph Green who was 68 years old filed a joint return for 1950 with his wife, Martha Green, who attained 
the age of 65 on July 27, 1950. Mrs. Green is blind. What exemption may be claimed in the return? (a) $1,200, 
(b) $1,800, (c) $2,400, (d) $3,000. 
. Ina joint return filed for 1950, Mr. and Mrs. Brown reported net income of $18,000 before giving effect to 
security transactions. During the year, they sold the following securities which had been acquired in 1948. 


to 


Selling 
Detail Price 
1 


Mr. Brown: 

Mrs. Brown: 

300 shares “‘Y” stock... 5 900) 


a much of the loss may be applied against the net income of $18,000? (a) $1,000, (b) $1,600, (c) $2,000, 
(d) $3,200. 


3. James Anderson, who reports on a cash basis, paid a certified public accountant the following amounts dur- 
ing 1950: 

For preparation of federal income tax return for 1949. $200 

For contesting a federal income tax deficiency for 1948....... tae i 600 
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What amount may be deducted in his 1950 tax return? (a) $800, (b) $600, (c) $200, (d) 0. 


4, James Johnson’s return for 1950 reports adjusted gross income of $20,000. The only charitable contribution 


he made in 1950 was a gift to the Museum of Art, New York, of a valuable painting which he had purchased 
in 1925 for $1,600 and which had a value of $3,500 at date of gift. What amount may he deduct as a chari- 
table contribution? (a) $3,500, (b) $3,000, (c) $1,600, (d) 0. 

. Jerome White (single) reports adjusted gross income for 1950 of $11,200. The only allowable deductions 
shown by his records are as follows: 


In filing his 1950 return, what is the maximum amount he may claim as a deduction? (a) $600, (b) $1,000, 
(c) $1,120. 


6. James McMahon who owns 80% of the outstanding stock of the McMahon Furniture Co. sold 100 shares 


of stock of the General Lumber Co., which cost him $9,000 in 1947, to the McMahon Furniture Co. for 

$6,000 in June, 1950. The furniture company sold the 100 shares of lumber company stock to outside interests 

for $7,000 in August, 1950. 

(1) Assuming no other capital asset transactions, James McMahon is permitted to deduct on his tax return 
for the year 1950, in connection with the sale of General Lumber Co. stock: (a) $3,000, (b) $1,500, 
(c) $1,000, (d) 0. 

(2) Assuming no other capital asset transactions, the furniture company, in connection with the sale of 
General Lumber Co. stock, has a taxable gain of: (a) 0, (b) $500, (c) $1,000 


c. James O’Day, U. S. citizen, residing in Chicago, Illinois, reporting on a cash basis for the calendar year, re- 
ceived the following income items and paid the following expense items during 1950. For each of the items listed, 
you are to show by the appropriate letter whether the item is: (a) taxable, (b) non-taxable, (c) allowable de- 
duction, (d) unallowable deduction. 


Income Items: 
. Accident insurance proceeds. 
. Bequests and devises. 
. Interest on municipal bonds. 


. Gains on sales of city and state bonds. 


1 
2 
3 
4, Executor’s fees. 
5 
6 


. Gambling winnings. 
7. Prizes won at contests, exhibitions, etc. 
8. U. S. war veterans bonus. 


Expense Items: 


9. Automobile upkeep expense, car used exclusively for pleasure. 

10. Expense of transportation from suburban home to office. 

11. Part of payment to Cooperative Apartment Corporation covering taxes and interest. 
12. Dues paid social club for personal use only. 

13. Periodic alimony paid to divorced wife by decree of court. 

14. Cost of safe deposit box used to store securities. 


15. Dues paid to labor union. 
No. 2 


The assets shown on the balance-sheets at September 30, 1950 of three summer 
resorts on Waverly Lake are shown below. The appraisal data opposite the book values 
for land and depreciable assets summarize an independent appraisal made in September, 
1950 as a basis for negotiations to combine the three resorts under one management. 
The appraisal was made on the basis of reproduction cost less depreciation. 


Appraised Value 
Description Book Value (Reproduction Cost 


Less Depreciation) 
Assets of Waverly Hotel Co. 
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Assets of Rustic Camps 


(Orville Johnsen, Proprietor) 
Lodge... 4,000 9,500 
Kitchen equipment. 2,500 2,500 
Other equipment. . 1,000 800 
Total. .. $12,100 $ 15,000 
Assets of Lakeview Cottages 
(Burgess & Crayton, A Partnership) 
Land. 3,000 $ 1,600 
Lodge... 8,000 9,400 
Cottages....... 15,000 32,000 
Lodge kitchen equipment. Aon 2,000 2,000 
Other equipment.... 3,500 5,000 
Total... . $38,300 $ 50,000 
Total appraised value of land and depreciable assets... $145,000 
Operating statements for the year ended September 30, 1950 are as follows: 
Waverly Rustic Lakeview 
Hote Camps Cottages 
Revenue. . .. $17,281 $13 ,698 $8,740 
Deduct: 
Officers’ salaries. $ 3,600 
Partners’ drawings. $5,500 
Depreciation. . 1,590 $ 850 2,300 
Interest on notes. 600 _ _ 
Other expenses. . 8,112 5,224 1,868 
Total... $13,902 $6,074 $9,668 
Net income (loss)... . $3,379 $ 7,624 ($ 928) 


The hotel’s clientele had been declining in recent years so Mr. Holt, the principal 
stockholder and manager, decided to retire. The Rustic Camp’s profit is attributable 
to Mr. Johnsen’s facility with people and knack for organized recreation. Burgess and 
Crayton provide light-housekeeping cottages and serve dinner in the lodge, but provide 
no organized recreation. 

The three businesses agree to combine by organizing a new corporation, Waverly 
Resorts, Inc. This corporation is to have authorized capital of 2,000 shares of 5% 
cumulative preferred stock of $100 par value and 1,000 shares of no-par common stock. 
The new corporation will take over the land and depreciable assets of the three busi- 
nesses. It will also take over from the hotel at $10,000 and from the partnership at 
$5,000 certain assets classed as current, but which are carried on their books at $10,500 
and $4,800, respectively. All liabilities are to be paid off by the separate businesses 
and all other current assets retained by them. 

In exchange for the assets acquired, the corporation is to issue to the Hotel Company 
$50,000 of first-mortgage 4% bonds and preferred stock having $32,500 par value. 
Rustic Camps is to receive $25,000 of preferred stock and Lakeview Cottages is to 
receive $55,000 of preferred stock. The differences between the appraisal values of the 
properties taken over and the bonds and stock issued are to adjust for the low income 
earned on the hotel property and the high income which Mr. Johnsen has been receiving 
from his camps as a result of his ability to attract patronage. 

Common stock is all to be issued and divided to the nearest share among the three 
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businesses in the ratio of their net operating profits for the year ended September 30, 
1950 adjusted as follows: 


As an approximation of correct depreciation, the depreciation charges for the past year are to be recom- 
puted. In recomputing, use rates of 4% per annum for building and 10% for equipment applied to the Se 
tember 30, 1950 appraised values. The new corporation will use the 10% and 4% annual rates, applied to the 
balances in the asset accounts at the first of each quarter-year period. 

As a result of a specific request for information as to the adequacy of past maintenance, the appraiser re- 
ported that maintenance on the hotel had been inadequate over the past 10 years to the extent of approxi- 
mately $500 per year. Adjustment is to be made for the annual deficiency. 

It is also agreed that for purpose of restating profits, each business should have $3,000 a year charged as the 
reasonable value of the services of the officers or owners. 

The businesses were combined on October 1, 1950 as planned. Transactions for the 
three months ended December 31, 1950 are summarized below: 


Received $6,500 from guests. 

Paid $1,800 to Tom and Lee Wilson whose time was spent as follows: one-half installing equipment to con- 
vert the Rustic Camp’s lodge to a bar and dance pavilion; one-third moving the camp’s boathouse adjacent 
to the hotel boathouse; and one-sixth moving wooden floors for tents from the camps to a location near the 
cottages. 

Equipment for the pavilion was purchased for $1,500 of which $1,200 was paid. 

The principal maintenance work needed on the hotel was done in December at a cost of $4,500. Payment 
for this work was made by issuing a 12-month note. 

Three hundred dollars appraised value of kitchen equipment in the lodge by the cottages was moved to the 
hotel and the remaining $1,700 of equipment was sold for $550. 

Orville Johnsen’s monthly salary of $400 was paid for October and November. 

Other expenses amounted to $3,000 of which $2,750 was paid. 

You are to prepare a worksheet for the Waverly Resorts, Inc. with columns showing 
the acquisition of the assets on October 1, 1950; the transactions from October 1 to 
December 31; the Income Statement figures for the three months ended December 31 
and Balance-Sheet figures for December 31, 1950. In a separate schedule you are to 
show the distribution of the common stock among the three business units. Give an 
explanation and justification for your treatment of any transaction where you consider 


the treatment to be debatable. 
No. 3 

The Town of Big Springs had not been operating a public library prior to October 1, 
1950. On October 1, 1950, James Jones died, having made a valid will which provided 
for the gift of his residence and various securities to the town for the establishment and 
operation of a free public library. The gift was accepted by the town. The library funds 
and operation were placed under the control of trustees. The terms of the gift provided 
that not in excess of $5,000 of the principal of the fund could be used for the purchase of 
equipment, building rearrangement, and purchase of such “standard” library reference 
books as, in the opinion of the trustees, were needed for starting the library. Except for 
this $5,000, the principal of the fund is to be invested and the income therefrom used 
to operate the library in accordance with appropriations made by the trustees. 

The property received from the estate by the trustees was as follows: 


Description F A 
Residence of James Jones: 
Building (25-year estimated life) . . . 20,000 
Bonds: 
C & D Company.. . 10,000 11,200 
Stocks: 


M Company, 6% preferred... .. 12,600 
S Company, 5% preferred...... 
K Company, common (300 shares). ..... 
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The following events occurred in connection with the library operations up to June 30, 1951: 
. 100 shares of GF Company stock were sold on November 17 for $6,875. 
Cash payments were made for: (a) Alteration of the house—$1,319, (b) General. reference books—$725, (c) 
E quipment having an estimated life of ten years—$2,180. The trustees state that these amounts are to be charged 
to principal under the applicable provision of the gift. 


. The library started operation on January 1, 1951. The trustees adopted the following budget for the year 
ended December 31, 1951: 


Estimated income from investment 


Ne 


4. The following cash receipts were reported during the six months to June 30, 1951: 

Sale of C and D Company bonds including accrued interest of $11,550 


. The following cash payments were made during the six months to June 30, 1951: 
Purchase of 100 shares of no-par common stock of L and M Company including commission and 


$ 9,655 
Payment of salaries. . 


Payment of property taxes applicable to the year ended December 31, 1950, based on an assessment 


6. On June 30, 1951, there were miscellaneous expenses unpaid, but accrued, amounting to $90. Also there were 
outstanding purchase orders for books in the amount of $70 
Assuming the town records budgetary accounts, prepare all statements necessary 
to show results of operation to June 30, 1951 andthe financial position of the library 
as of June 30, 1951. Where alternate treatment of an item is possible, explain the 
alternate treatment and state the justification for your treatment. 


No. 4 (15 points) (Optional with No. 3) 


A, B, and C decide to practice law together from January 1, 1948. They enter into an 
agreement under which they share profits and losses in the proportion of 50%, 25% and 
25%, respectively, and agree to contribute $50,000 in cash in these same proportions to 
provide working capital. They decide to keep their books on a cash basis. 

On January 1, 1949, B died and the remaining partners agreed to admit D, giving 
him a 20% share in the profits with a minimum guarantee of $10,000 per year whether 
operations are profitable or not. A and C have percentages of 45 and 35, respectively. 
This partnership is of one year’s duration and at the end of this period C decides to 
retire but permits the use of his name in future partnerships subject to the payment to 
him of $5,000 per annum to be treated as an expense of the partnership. 

As of January 1, 1950, a partnership is formed in which C’s name is utilized in ac- 
cordance with his proposal and to which E is admitted. The partners’ interests in this 
partnership are as follows: A—55%, D—30%, E—15%. 

Since there were no substantial accruals at the end of the year, disbursements for 
expenses made during any one period were treated as expenses of the then current 
partnership. These disbursements were $70,000 in 1948, $80,000 in 1949 and $90,000 
in 1950. 

Receipts of fees were as follows: 


pure 
The 
this 
was 
not 
dra\ 
all 
imn 
this 


| 
1! 
1' 
pal 
pa 
of 
pal 
orl 
So 
| 
4, 
7 
8 
9 
| 
| 


00 


Professional Examinations 587 


Earned by Partnership 


No.1 No.2 No. 3 


Each new partnership agreement provided for the newly created partnership to 
purchase from the old partnership the $50,000 capital originally paid in by A, B and C. 
The agreements also provided that the partners should bear the cost of acquisition of 
this amount in the proportion in which they shared profits (and losses). However, it 
was agreed that an incoming partner, or one acquiring an increased percentage, need 
not make his contribution in cash immediately but could have the same charged to his 
drawing account. All such partners availed themselves of this privilege. Partners selling 
all or a part of their interest in capital are credited through their drawing accounts and 
immediately withdraw the amount of such credit. In addition to drawings made under 
this agreement, the partners or their heirs made cash drawings as follows: 


A B C D E 


You are asked to prepare statements showing the details of transactions in the 
partners’ drawing accounts and capital accounts for each of the years involved. The 
partners wish you to prepare these accounts in such form that the balance at the end 
of each year which was available for withdrawal by each partner is shown in that 
partner’s drawing account. They wish their capital accounts to reflect only the $50,000 
original investment. 


Solution to Problem One 
(a) 


1, True—One of the requisites of a dependent is that he or she did not have $500 or more of gross income in 1950. 

2. True—Entertainment expenses by an employee which are not reimbursable, are not deductible from gross 
income to arrive at adjusted gross income. However, they are deductible in arriving at net income and are 
deductions similar to contributions, taxes, etc. 

3. False—So long as advance rentals are free of any restrictions, the lessor must report such rentals in income 
when received. 

4. True—According to Section 22(b) (12) the recovery of bad debts which were written off in the loss year are 
excluded from gross income. 

5. True—All income is subject to tax unless specifically excluded by the Code. Jury fees are not so excluded. 

6. False—Each individual is a separate taxpayer whether or not such individual has reached his majority and 
the combination of incomes of two individuals is permitted only in the case of husband and wife. 

7. True—A resident alien is taxable the same as a U. S. citizen upon all income earned whether from within or 

outside the United States. 

i True—The proceeds from life insurance are specifically excluded from income by the Code. 

T 211 of the Code provides that non-resident aliens are taxable upon income from sources within 
the United States. Section 119 provides that dividends from a domestic corporation are income from sources 
within the United States. 

10. False—Contributions are deductible only if they are made to a recognized charity. 


(b) 


1.—(d)—the additional exemption for husband and wife because of blindness or being 65 years of age is deter- 
mined as of December 31, 1950. 

2.—(a)—the gains and losses of husband and wife are combined. The net loss of $3,200 is reduced to $1,600 be- 
cause the stock was held for more than 6 months. However, capital losses are limited to $1,000. The excess, 
namely $600, is a carryover to the succeeding year. 

5.—(a)—a taxpayer may deduct both the fees for the preparation of income tax returns and the fees paid for 
contesting income tax deficiencies. The cash basis taxpayer may deduct such fees when paid even though 
they apply to different years. 

4.—(b)—contributions of property may be deducted to the extent of the fair value of the property at the time 
of gift. However, in this case the limitation of 15% of adjusted gross income being $3,000, the deduction for 
contributions i is limited to that amount. 
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5.—(b)—a taxpaper who is single may deduct what is known as a standard deduction which is limited to 10% of 
adjusted gross income or $1,000, whichever is smaller. 

6.—(1)— 
(d)—inasmuch as the taxpayer owns more than 50% of the stock of the furniture company, the loss resulting 
from the sale of stock to such company is not deductible (Section 24(b)). 

6.—(2)— 
(c)—even though the loss is not deductible, the basis of the stock in the hands of the furniture company is its 
cost, namely $6,000. Therefore, the subsequent sale at $7,000 produces a gain of $1,000. 


(c) 
Income Items: 
. Accident insurance proceeds.—Nontaxable. 
. Bequests and devises—Nontaxable. 
. Interest on municipal bonds.—Nontaxable. 
. Executor’s fees.—Taxable. 
. Gains on sales of city and state bonds.—Taxable. 
. Gambling winnings.—Taxable. 
. Prizes won at contests, exhibitions, etc.—Taxable. 
. U.S. war veterans bonus.—Nontaxable. 


Expense Items: 
9. Automobile upkeep expense, car used exclusively for pleasure.—Nondeductible. 
10, Expense of transportation from suburban home to oflice.—Nondeductible. 
11. Part of payment to Cooperative Apartment Corporation covering taxes and interest.—Deductible. 
12. Dues paid social club for personal use only.—Nondeductible. 
13. Periodic alimony paid to divorced wife by decree of court.—Nondeductible. 
14. Cost of safe deposit box used to store securities.—Deductible. 
15. Dues paid to labor union.—Deductible. 


Solution to Problem Two 


Waverly Resoris, Inc. 
Working Papers 
October 1, 1950 to December 31, 1950 


Transactions of Transactions October 1, 1950 
October 1, 1950 to December 31, 1950 Income and Expense Balance Sheet 
Dr. Cr. Dr. Cr. 
Land... (1) $ 10,000.00 $ 13,100.00 
(2) 1,500.00 
(3) 1,600.00 
Hotel building. (1) 38,000.00 38,000.00 
Lodges... . 2 9,500.00 18,000.00 
(3) 9,400.00 
Cottages. ... (3) 32,000.00 32,000.00 
Boathouses. (1) 2,000.00 2,700.00 
(2) 700.00 
Equipment—kitchen. . (1) 1,000.00 (8)$ 1,700.00 3,800.00 
(2) 2,500.00 
(3) 2,000.00 
Equipment—other. (1) 29;000.00 (5)$ 900.00 37,200.00 
(2) 800.00 (6) 1,500.00 
(3) 5,000.00 (5) 1,800.00 
Current assets. . . (1) 10,000.00 (4) {6,500.00 (8) 1,200.00 15,500.00 
(3) 5,000.00 (8) 550.00 (9) 800.00 pi 
(10) 2,750.00 
Common stock—1000 shares issued - —_ 
First mortgage bonds. ........... (1) $ 50,000.00 $ 50,000.00 
5% Cumulative preferred stock. . . (1) 32,500.00 112,500.00 
(2) 25,000.00 
(3) 55,000.00 
Discount or preferred stock.......(2) 10,000.00 (1) 7,500.00 2,500.00 
$170,000.00 $170,000.00 
Alteration expense—deferred. (5) 900.00 900.00 
Maintenance expense—deferred. ; (7) 4,500.00 4,500.00 
Loss on sale of equipment....... . (8) 1,107.50 $1,107.50 
(9) 1,200.00 1,200.00 
Other expenses....... eee (10) 3,000.00 3,000.00 
Depreciation—buildings.. . . (11) 916.00 916.00 
Depreciation—equipment.. (11) 1,007.50 1,007.50 
Reserve for depreciation... . . (8) 42.50 (11) 1,923.50 1,881.00 
Current liabilities..... eee ‘ (6) 300.00 
(7) 4,500.00 5,450.00 
(9) 400.00 
(10) 250.00 
$22,123.50 $22,123.50 
Net loss... . 731.00 731.00 


$7,231.00 $7,231.00 $169,831.00 $169,831.00 
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% of Note: 
The alteration and maintenance expenses are charges obviously applicable to future operations and therefore 
ltin they are not charged against the operations of the three months ended December 31, 1950. 
g y 
Distribution of Common Stock 
is its Waverly Rustic Lakeview 
Hotel Camps Cotiages 
Company 
Net income for year ended September 30, 1950 (per books).... . $3,379.00 $7,624.00 *$ 928.00. 
Adjustments: ¢ 
Depreciation increase (or decrease) $3,010.00 $ (112.00) §$ 56.00 
Maintenance........ 500.00 
Management salaries (600.00) 3,000.00 (2,500.00) 
$2,910.00 $2,888.00  $(2,444.00) 
Adjusted net income. , $ 469.00 $4,736.00 $1,516.00 
Common shares to be issued 70 705 225 
= —— 
* Net loss. 
The depreciation adjustment is computed as follows: 
Waverly Rustic Lakeview 
Depreciation taken. . .. $1,590.00 $ 850.00 $2,300.00 
Revised depreciation: 
Buildings. ere $ 380.00 $1,656.00 
Boathouses 80.00 28.00 _ 
Equipment—kitchen. 100.00 250.00 200.00 
Equipment—other .. 2,900.00 80.00 500.00 
el $4,600.00 $ 738.00 $2,356.00 
Adjustment .... $3,010.00 $ (112.00) $ 56.00 
Solution to Problem Three 
Town of Big Springs 
Library Fund—W orking Papers 
October 1, 1950 to June 30, 1951 
October 1, Transactions June 30, 
Permanent Trust 1950 10/1/50 to 6/30/51 1951 
= Balances Dr. Cr. Balances 
000.00 Assets 
500.00 Land.. $ 2,500 $ 2,500 
Building 20,000 20,000 
Bonds: 
AB Company. 32,000 32,000 
C & D Company. 11,200 (4) $11,200 
D & G Company 20,000 20,000 
Stocks: 
{ M Company, 6% preferred. 12,600 12,600 
S Company, 5% preferred. 9,600 y 
| K Company, Common (300 sh) 12,900 12,900 
| GF Company (200 sh).. 14,500 (1) 7,250 7,250 
81.00 
$135,300 
Cash. (1)$ 6,875 (2) 4,215 4,275 
| (4) 11,470 (7) 9,655 
(9) 200 
L and M Company, Common (100 sh).... 9,655 
31.00 $130,780 


| 


590 The Accounting Review 
Corpus 
= = (2) 4,215 ee 
(9) 200 
Expendable Trust : 
Debi 
(4) Inc 
Estimated income from investments..................cccceeeceees (3) 5,000 (4) 3, 100/ $ 1,820 Gif 
Estimated income from fines.......... (3) 200 = (5) 20 180 
(4) 3,100| (10) 900| Expe 
(5) 20f (11) $2,510 “Sal 
(6) 200) (12) 260) Sul 
Credits Pu 
re (8) 1,500 (3) 3,600 $ 2,100 Su; 
Appropriations for subscriptions................ (11) 230 (3) 300 70 
Appropriations for books........ (13) { 70 = (3) 800 30 Vet i 
(10) 700 
Appropriations for utilities, etc............ . (i3) 90 = (3) 400 50 
(12) 260 
Estimated budget surplus.................. (3) 100 100 
Reserve for encumbrances. (13) 160 160 
$ 2,510 
Town of Big Springs Orleir 
Library Fund—Balance Sheet Profit 
June 30, 1951 
Permanent Trust Draw 
Assets Balan 
Stocks. . 52,005.00 Profit 
$130,780.00 
Dray 
Corpus Ca 
Fund principal: Ot 
Profit on sale of bonds...... ’ : 0.00 Capi 
$135,570.00 
Purchase of books..... 725.00 
Payment of taxes assessed in June, 1950. via Ae 200.00 c 
C 
4,790.00 $130,780.00 
al 
Expendable Trust ‘ 
Assets 
Liabilitiesand Surplus 
Surplus: 
Unexpended appropriations. .... $2,250.00 
Less estimated income........ 2,000.00 
250.00 
Unappropriated budget surplus 100.00 350.00 
$ 510.00 


) 
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30 Town of Big S 
Statement of Income and 
= L ibrary Fund—Expendable Trust 
Tanuary 1, 1951 to Jems 30, 1951 
Income: 
Income from investments . $3,180.00 
10 Expenses: 
0 
| Solution to Problem Four 
0 A, B, C, D, and E 
r% Statement of Partners’ Capital and Drawing Accounts 
0 January 1, 1948 to December 31, 1950 
i A B c D E A B c D E 
Total Capital Capital Capiial Capital Capital Drawing Drawing Drawing Drawing Drawing 
Original investment—1/1/48. $50,000 $25,000 $12,500 $12,500 
Profit—1948 ($30,000 less $70,000) 10,000 $5,000 $2,500 $ 2,500 
$ 60,000 $25,000 $12,500 $12,500 $5,000 $2,500 $2 
Drawings—1948......... 52,000 10, 500 27,750 13; 70 
Balances, December 31, 1948...... $ 8,000 $25,000 $12,500 $12,500 *$ 5,500 °25,250 *$11,250 
0 Capital adjustments at 1/1/49..... = * 2,500 *12,500 5,000 $10,000 2'500 13 ,500* 5 *000 *$10,000 
: Balances at 1/1/49...... .--- $ 8,000 $22,500 _ $17,500 $10,000 *$ 3,000 *$12,750 *$16,250 *$10,000 
Profit—1949 
0 Partnership No. 1........ 145,000 72,500 36,250 36,250 
) Partnership No. 2 ($80, 000 ex- 
penses less of 000 or loss 
of $40,000)... . * 40,000 * 28,125 * 21,875 10,000 
$113 000 $22,500 _ $17,500 $10,000 $41,375 $23,500 *$ 1,875 — 
Drawings—1949 
Capital withdrawals. ai * 15,000 * 2,500 * 12,500 
Other drawings.. ; * 56,750 * 40,000 * v1 750 * 5,000 *$ 7,000 
Balances, December 31, 1949... $ 41,250 $22,500 — $17,500 $10,000 “3 I. 125 $ 6,250 a g, 875 *$ 7,000 
Capital adjustments at 1/1/50.... —_ 5,000 *17,500 5,000 $7,500 5,000 ,500 * 5, ,000 *$ 7,500 
Balances at 1/1/50... . $41,250 $27,500 — _ $15,000 $7,500 *$ 6,125 $ 6,250 $10,625 *$12,000 *$ 7,500 
Profits—1950 
Partnership No. 2.. 50,000 22,500 17,500 10,000 
Partnership No. 3 "($90,000 ex- 
2e8 of 000 or loss 
of $20,000)... * 20,000 * 11,000 * 6,000 * 3,000 
$ 71,250 $27,500 _- — $15,000 $7,500 $5,375 $6,250 $28,125 *$ 8,000 *$10,500 
Drawings—1950 
Capital withdrawals......... * 17,500 * 17,500 
Other drawings....... . * 37,500 * 10,000 * 5,000 * 15,000 * 2,500 * 5,000 
Balances, December 31, 1950 $ 16,250 $27,500 — -- $15,000 $7,500 *°$ 4,625 $ 1,250 *$ 4,375 *$10,500 *$15,500 


| * Denotes red figure. 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


CANADA 
University of Saskatchewan: 

O. W. Mar is on leave of absence for graduate 
study at the University of Toronto. 

L. N. GREER has resigned to enter the service 
of a firm of Chartered Accountants. 

G. M. GoopsPEED was promoted to the rank of 
associate professor. 

G. R. D. CAMPBELL has been appointed special 
lecturer in accounting. 

J. H. TxHompson, recently elected third vice- 
president of the Association of Industrial and Cost 
Accountants of Canada, spoke to the annual con- 
vention of the Retail Merchants Association on 
the topic of education in business. 

Queens University: 

G. A. MACKINTOSH, director of the School of 
Commerce, has been appointed principal of 
Queens University. 

R. J. Hann, formerly of the University of 
Manitoba, has been appointed to the commerce 
staff. 


DISTRICT OF COLUMBIA 
The George Washington University: 

Gorpon E. BELL attended the University of 

Florida during the summer session. 
ALABAMA 
University of Alabama: 

A. J. Penz addressed the Anniston Chapter of 
NACA on applicability of standard costs in small 
factories. PENz also discussed similar topics in a 
series of meetings in Mobile, Montgomery, 
Birmingham, and Decatur. 

ROBERT VANVooRHIs spoke to the Tennessee 
Valley Accounting Association at Athens, Ala- 
bama, recently. 

ARKANSAS 
University of Arkansas: 

The Third Annual Accountants Seminar was 
held in August on the University campus, spon- 
sored jointly by the University of Arkansas and 
the Arkansas Society of CPA’s. 

CALIFORNIA 
Stanford University: 


ArTHuR W. Hanson of Harvard was visiting 


professor of accounting during the summer 
quarter. 

J. Hucn Jackson recently spoke before the 
Pacific Coast Regional Conference of Controllers 
Institute, and in Los Angeles at the annual con- 
vention of the National Savings and Loan League. 

OsWALD NIELSEN recently addressed the Oak- 
land Chapter of the Association of Industrial 
Engineers on the subject of standard costs in 
management, 


La Sierra College: 


W. E. ANDERSON has been promoted to man- 
ager of the College to replace W. E. Amss, retir- 
ing. 


Sacramento State College: 


The Second Annual Accounting Institute was 
recently co-sponsored by this college and the 
Sacramento Chapter, California Society of CPA’s, 


Golden Gate College: 


Dermott A. Noonan, of the San Francisco 
staff of Touche, Niven, Bailey & Smart, has been 
appointed as instructor in the evening division of 
the Graduate School of Accountancy. 


COLORADO 
University of Denver: 


DALE B. FERREL has resigned to take a posi- 
tion at Highlands University, Las Vegas, New 
Mexico. 

ARNOLD LOGAN has resigned to go with the 
Atomic Energy Commission. 

Otto BUTTERLY was chairman of the First 
Annual Tax Institute co-sponsored by the Uni- 
versity of Denver and the Colorado Society of 
CPA"s. 

GEORGIA 
University of Georgta: 


Homer A. BLAcK is on leave of absence for 
graduate study at the University of Michigan. 

H. M. Heckman spoke to the Georgia Society 
of CPA’s on the problems of an accounting pro- 
fessor. 


Emory University: 


L. E. CAMPBELL has been re-elected secretary 
of the Georgia Society of CPA’s. 
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IDAHO 
University of Idaho: 


Recent promotions include Howarp G. JEN- 
sEN to instructor, and CHARLES E. MARSHALL to 
associate professor. 

Maurice A. UNGER has been appointed as- 
sistant professor. 


ILLINOIS 
University of Illinois: 


E. L. THEtss retired in September from service 
on the staff which started in 1927. 

A. C. LitTLETON taught the summer session at 
University of Denver. 

R. I. Dickey has been promoted to the rank of 
professor. 

De Paul University: 

RICHARD WyNN has been promoted to the 
rank of assistant professor. WYNN recently passed 
the CPA examination. 

OscaR Ketora and Louis Bunson have re- 
signed from the staff. 


IOWA 
Drake University: 

DonALD W. Brown is the chairman of the 
committee on membership, Iowa Society of CPA’s. 

A. A. AUGUSTINE is co-chairman of the legis- 
lative committee, Iowa Society of CPA’s. 

M. B. Drttey has been appointed chairman of 
the committee on education, Iowa Society of 
CPA’S, and a member of the National Committee 
on Education, Controller’s Institute. 


University of Iowa: 


GILBERT P. MAYNARD has been promoted to 

the rank of associate professor. 
KANSAS 
University of Wichita: 

Witt1am F. Crum has been appointed to a 
three-year term on the newly created State 
Public Accounting Board, advisory to the Board 
of Examiners. Crum recently received his doctor 
of philosophy degree from the University of 
Texas. 

Rosert M. RYAN was recently elected to the 
Board of Directors of the Wichita Chapter, 
NACA. 

KENTUCKY 
Eastern Kentucky State College: 

GERALD May has resigned to accept a position 

as national bank examiner. 
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LOUISIANA 
Louisiana State University: 


GEORGE HENRY, ROBERT NIXON and NEsTOR 
Roos have resigned from the staff. 

GEORGE Farr has an industry fellowship for 
the summer at Firestone Tire and Rubber Com- 
pany. 

Lioyp Morrison addressed the Southwestern 
Social Science Association on the accountability 
concept in enterprise accounting. 

The accounting teachers conference of Ar- 
kansas, Louisiana, and Mississippi met for the 
first time on this campus recently. Chairmen of 
the sessions were: LEO HERBERT, E. A. SALIERS, 
and STEPHEN VASQUEZ. Speakers included: 
HAROLD Rives, FRED YouNGS, DANIEL BorTH, 
WALTER W. W. LitTLEJOHN, GEORGE 
WALKER and PAvuL TAYLOR. 


OHIO 
Miami University: 

The University was recently host to a dinner 
meeting for members of Dayton and Cincinnati 
Chapters of Ohio Society of CPA’s. Joun L. 
CareEy of the American Institute of Accountants 
addressed the group. 


University of Cincinnati: 


WAYNE OVERMYER has been promoted to the 
rank of assistant professor. He recently passed the 
Ohio CPA examination. 

A. Kitey recently received his LL.B. 
degree from the College of Law of this University. 

Norwoop C. Gets has been appointed to a 
special legislative committee of the Ohio society 
of CPA’s to study proposed revisions in the Ohio 
CPA law. 


OKLAHOMA 
Oklahoma A. and M. College: 

B. F. Harrison has been named Secretary of 
the Oklahoma State Board of Accountancy. 
University of Tulsa: 

Ross M. APPLEBAUGH has resigned to join the 
staff of Warner and Godfrey, CPA’s. 

OREGON 
University of Portland: 

Joun A. Wiesner has returned from a year’s 
leave of absence. TrmoTtHy MAGINNIs, who took 
over WIESNER’s work, is returning to his private 
practice. 


A. B. Petrerscumipt has been elected vice- 
president of the Portland Chapter of NACA. 
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Oregon State College: 


Ratpu L. Boyp has been promoted to the rank 
of professor. 

D. D. McPuHeERSON has accepted a position 
with the Office of Civilian Defense in Washington, 

Witiram M. ULricu has accepted a position 
with the San Francisco office of Arthur Anderson 
and Company. 

WILLarp Craic has returned to the staff from 
a one-year leave of absence. 


MASSACHUSETTS 
Massachusetts Institute of Technology: 


The conference of New England Accounting 
Instructors held a three-day meeting in June at 
MIT. Sixty-five teachers representing 30 colleges 
and universities attended. 


MICHIGAN 
Michigan State College: 


James O. EaTOn is on leave to do graduate 
study at the University of Michigan. 

WALTER J. KELL has been added to the staff as 
assistant professor. 

Joun W. RuswINcKEL has been promoted to 
the rank of professor. 

James G. CARTER has been promoted to as- 
sistant professor. 

James G. CARTER and EpWIN COHEN have 
recently passed the CPA examination. 

E. A. GEE recently addressed the South Bend 
Chapter of NACA on marketing the cost ac- 
countant’s product. 

B. C. LEMKE was a member of the panel on 
property inventory and control set up by the 
Michigan joint legislative committee on reor- 
ganization of state government. 

The Department of Accounting was host in 
May to the Michigan Accounting Instructors 
Conference. 

MISSISSIPPI 
Mississippi State College: 

L. O. SmitH and L. A. RoBINSON are on leave 
of absence. 

W. W. LitrLejyoun has been named president 
of the Mississippi Society of CPA’s. 


NEW YORK 
Cornell University: 
Witt1AM H. SHANNON was recalled to tempo- 


rary active duty for the summer with the Navy 
Department. 


_H. CuHILps was visiting professor 
during the summer session at College of the City 
of New York. 


Long Island University: 


The following staff members have been elected 
to serve on special committees of the New York 
Society of CPA’s as follows: Leo Schloss, commit- 
tee on publications and committee on education; 
Puitip B. Kravitz, committee on admissions; 
OscaR J. SUFRIN, committee on monthly audits; 
Jesse B. CoGEN, committee on accounting for 
non-profit organizations; and 
committee on admissions. 


Pace College: 


Atvin C. Hirscu has been promoted from in- 
structor to associate in accounting. 


New York University: 

JosePH MAURIELLO has been promoted to the 
rank of associate professor, and WiLt1Am Kopta 
to the rank of assistant professor. 

Joun F. SULLIVAN has been appointed vice- 
chairman of the Department of Accounting. 


Syracuse University: 


GEORGE E. BENNETT has been re-appointed to 
a five-year term on the New York State Board of 
CPA Examiners. 

Joun A. CLINKENBEARD will be on leave for 
the coming year to do graduate study at Uni- 
versity of Chicago. 

Horace J. LANpryY returned to academic duty 
in September following a year of duty with the 
United States Navy. 


PENNSYLVANIA 
Lehigh University: 
Cart L. Moore, Wyman H. Woopke, and 


Joun W. Drxon have resigned to accept positions 
with CPA firms. 


TENNESSEE 
University of Chattanooga: 


Durwoop C. Harvey has resigned to enter 
public accounting practice. 


TEXAS 
Baylor University: 


E,. A. HENKE has taken a leave of absence for 
fifteen months to do graduate work at the Uni- 


versity 


The 


tion fo 


Rec 
versity 
corpor 
menta 


acting 
sence. ¢ 
of abse 
Texas. 
VA 
at Tex 
Texas 
tunitie 
tion: 
JAMES 
Fitt 
H.R. 
Cor 
ELLIS 
Fra 


Association Notes 595 


versity of Indiana. JAMEs F. GoopMAN will be 
acting head of the department in HENKE’s ab- 
sence. GOODMAN has recently returned from leave 
of absence, spent in study at the University of 
Texas. 

VADEN STREETMAN taught the summer session 
at Texas A. and M. College. 


Texas Christian University: 


The following members have received oppor- 
tunities to study in cooperation with the Founda- 
tion for the Advancement of Economic Educa- 
tion: 

James Henry Key, at Stockham Valve and 

Fitting Company, Birmingham; 

H. R. MuUNDHENKE, at Goodrich Tire and Rubber 

Company, Dayton; and 
Ettis M. Sowett, at Bank of America, San 

Francisco. 

Recently formed at Texas Christian Uni- 
versity was the Southwest Business Foundation, a 
corporation, to stimulate study, research, experi- 
mentation, and training in business problems. 


Texas A. and M. College: 


R. N. STEVENSON is on leave of absence for 
graduate study at Indiana University. 

E. C. Cass has resigned to accept a position 
with a national firm of accountants. 


WASHINGTON 
State College of Washington: 


DONALD RAUN has been promoted to the rank 
of assistant professor. 

THEODORE R. SALDIN will be on leave for the 
coming year to complete his law degree at Uni- 
versity of Washington. 


WEST VIRGINIA 
West Virginia University: 

JorDAN Pappas has resigned to devote his full 
time to accountancy practice. 

Writ1Am Stiocvum has left to join the staff of 
Arthur Young and Company. 

KENNETH LAMBERT joined the staff in Sep- 
tember as assistant professor. 
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BOOK REVIEWS 


ArtTHuR M. CANNON 


Accounting 


Accounting Trends and Techniques in Published Cor- 
porate Annual Reports (Fourth Edition). Research 
Department, American Institute of Accountants. 
(New York: American Institute of Accountants, 
1950. Pp. 143. $10.00.) 


The fourth annual cumulative survey of the ac- 
counting aspects of 525 corporate annual reports, to 
which are added comments upon unusual accounting 
treatments found in 600 additional reports, follows the 
same general form of previous editions. It is 30 pages 
longer than the 1949 edition and the completeness of its 
statistical coverage should satisfy the most avid finan- 
cial analyst. 

As in prior compilations the study provides ample 
evidence of the unwillingness of our major corporations 
to adopt uniform terminology for reporting purposes. 
For instance, in 1950 reports there was a marked trend 
away from the use of the balance sheet term “earned 
surplus,” due primarily to the recommendation for the 
discontinuance of the caption contained in A.I.A. Ac- 
counting Research Bulletin No. 39. Yet of the 168 
companies which followed the recommendation, the 
greatest number to adopt substantially the same term- 
inology was 51, and even here there were several minor 
variations. The most popular substitute for “earned 
surplus” was “(net or accumulated) earnings retained 
(for use) in the business.” The remaining pioneers, 115 
of them, concocted 31 different ways to say the same 
thing. Pride of authorship, at least, appears to have es- 
caped regimentation in the welfare state. 

Section 5 of the Survey, which deals with certificates 
of independent auditors, is of especial interest to pro- 
fessional accountants. It will be recalled that in October, 
1948 the Institute’s Committee on Auditing Procedure 
recommended the use of the following revised short-form 
of the certificate: 


“We have examined the balance-sheet of X Com- 
pany as of December 31, 19—, and the related state- 
ment(s) of income and surplus for the year then 
ended. Our examination was made in accordance with 
generally accepted auditing standards, and accord- 
ingly included such tests of the accounting records 
and such other auditing procedures as we considered 
necessary in the circumstances. 

“Tn our opinion, the accompanying balance-sheet 
and statement(s) of income and surplus present 
fairly the financial position of X Company at Dec- 
ember 31, 19—, and the results of its operations for 
the year then ended, in conformity with generally 
accepted accounting principles applied on a basis 
consistent with that of the preceding year.” 


Of the 525 companies embraced in the study 415 
adopted the above form in full and 58 more with minor 
variations. A large accounting firm broke new ground 
by issuing in 40 cases a single-paragraph certificate in 


which the opinion appears in the first sentence. The 
bulk of them were couched in the following terms: 


“In our opinion, the accompanying consolidated 
balance sheet and consolidated statement of profit 
and loss and unappropriated earned surplus present 
fairly the financial position of 
and its subsidiaries at December 31, 1949, ana the 
results of their operations for the year then ended, in 
conformity with generally accepted accounting 
principles applied on a basis consistent with that of 
the preceding year. Our examination of such state- 
ments was made in accordance with generally ac- 
cepted auditing standards and accordingly included 
such tests of the accounting records and such other 
auditing procedures as we considered necessary in the 
circumstances.” 


Two of the certificates in the foregoing group con- 
tained an interesting variation which this reviewer con- 
siders to be an improvement. In the place of the words 
“and accordingly included” the word “including” has 
been substituted. 

The reproduction of excerpts from certificates com- 
menting upon unusual accounting transactions and set- 
ting forth qualifications provides material which should 
prove useful to professional auditors. 

N. LoyaLtt McLAREN 
Partner 

McLaren, Goode West & Co. 

San Francisco, California 


The Successful Practice of Accountancy. Paul E. Bacas. 
(New York: Prentice-Hall, Inc., 1951. Pp. xix, 458. 
$5.35.) 

This is an intensely practical and unusually com- 
plete enumeration and discussion of the day-by-day 
problems and situations encountered by every practi- 
tioner, large or small. For over 35 years Mr. Bacas has 
not only practiced and taught accounting, but he has 
observed the perplexities involved and with rare acumen 
has selected the most important and basic problems for 
discussion. The style encourages quick and easy reading 
and enhances the value of the book to the busy ac- 
countant, who currently may be finding the lines of 
Sec. 430 et seq. of the internal Revenue Code a bit more 
difficult to peruse. 

The volume has a direct appeal to many groups. 
First, it is of interest to the young man who is trying to 
make a decision regarding his fitness for the profession 
and whether he should enter it at all. In an early 
chapter he will find this fine observation: 


“Some persons are so constituted that they prefer 
‘professional’ work to being engaged in some pursuit 
in a business enterprise. There is an appeal to them in 
the thought that they offer their services to the 
public in general, rather than being engaged by one 
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concern. The modern public accountant finds that 
he is continually requested to give advice and infor- 
mation, not only by the client, but by his assistants, 
his attorneys, and others who may be engaged by 
the client. These persons realize that the training and 
experience of the practitioner qualify him to assist 
them in matters concerning finance, taxes, and ac- 
counting.” 


He will find also chapters dealing with “Reasons for 
Choosing a Career in Accountancy,” and “Who Is the 
Successful Public Accountant” with much other com- 
ment of value. 

Second, the book will prove useful to the practitioner 
who is about to open an office and embark upon his 
practice. By a careful perusal of a few sections he can 
save himself worry, trouble and money in the matters 
of location, office space, furniture, stationery, etc. Even 
more important he will learn “How to Keep Occupied 
before Practice Develops,” and “How to Obtain Clients,” 
and in the next chapter, also of priceless utility, “How 
to Hold Clients.” 

For the older practitioner, the book opens the doors 
and files of a multitude of fellow practitioners and 
gives numerous examples of how they are meeting 
problems that may have been the cause of concern. For 
example, the troublesome question of what fees to charge 
is covered in a most illuminating chapter. It reviews 
every phase of this subject, including advance estimates, 
time and cost records (with specimens of forms in 
actual use) and the wording of invoices to be sent to 
clients. Of further importance to the growing practi- 
tioner are such chapters as “How to Develop a Staff” 
and “How to Handle a Conference.” 

In the second half of the volume, the author deals 
with “How to Handle an Engagement” and “The Prep- 
aration of Reports.” There is also an excellent chapter 
on office practice which takes up such subjects as per- 
sonnel records, filing of working papers, the rates of pay 
for assistants and types of agreements between partners. 

A good deal of attention is devoted to the various 
forms of specialization which are open to the practicing 
certified public accountant, and the legal questions 
which grow out of the practice. As another example of 
direct and practical exposition, here is a quotation from 
the chapter on “Specialization in Taxation.” 

“A person who has made a serious study of the 
tax laws and regulations is likely to insist on making 
every decision in accordance with a strict interpreta- 
tion of such data. True, it is necessary to follow the 
law and the regulations, but there are some occasions 
when the client has certain rights and these rights 
will not be protected if the tax return is prepared in 
accordance with a strict interpretation of the law 
and the regulations. It is your duty in such an even- 
tuality to review the question thoroughly and to pre- 
pare the return so that the interest of the client may 
be protected. If the item is questioned and finally 
disallowed, the client will not have paid any more 
than he would have paid if a strict interpretation of 
the law and the regulations had been followed in the 
first instance.” 


An important chapter deals with “Problems of Pro- 


fessional Ethics.” There is no doubt that sincere and 
conscientious men sometimes find it difficult to keep 
within the restrictions imposed by the various Rules of 
Professional Conduct. Mr. Bacas presents a thorough 
and convincing explanation of these rules (printed in 
full official text) which should assist the wavering novice 
or master to withstand temptation. 

For teachers who have never practiced as independ- 
ent practitioners, the volume will afford an opportunity 
to absorb something of the practical side of the practice 
of accountancy. The independent certified public ac- 
countant must know not only the theory of accounts and 
how to handle accounting and tax problems, but ob- 
viously he must know also how to run his office and 
how to get and hold clients. Any insight he can get from 
his teachers regarding these matters will make his 
mastery of them that much easier when he faces them 
alone. 

The chapter on “Preparing for the C.P.A. Exam- 
inations” will be of importance to those who do not yet 
have the ordeal of those examinations behind them. A 
fine bibliography section and an excellent index round 
out the volume. 

I can think of nothing which will prove more useful 
to a young practitioner than this work. 

B. ISENBERG 
Partner 

Isenberg, Fenston & Newman 

Detroit, Michigan 


Management Accounting. Report by the English Ac- 
counting Team to the Anglo-American Council on 
Productivity, U. S. Section. (New York, 1950. Pp. 
71, 2.s) 


As part of the effort of E.C.A. to raise productivity 
in Europea team of English experts recently made a sur- 
vey in America, “to find out what accounting, costing, 
and statistical information is provided for American 
management at different levels: by what methods it is 
obtained and how it is used” (p. 2). 

Their general conclusion: “It was clear that Ameri- 
can industry makes little attempt to measure produc- 
tivity, preferring to rely on unit costs. It was convinced, 
with considerable justification, that productivity must 
be increased if the cost of the product was to fall” 
(p. 6). And, “In the opinion of the team, after very care- 
ful consideration, the greatest single factor in American 
industrial supremacy is the effectiveness of its manage- 
ment at all levels... . The effectiveness of American 
management and accounting rests not on technical 
superiority but on thorough application of techniques 
which are as well known in Britain as they are in the 
United States” (p. 7). 

Other findings of best practices: American manage- 
ment does not consider that quality and mass produc- 
tion are mutually exclusive. They can organize ma- 
chines, labor and inspection te any desired quality 
range, which they set after consideration of the costs 
involved and market potential. 

American organization structures are similar in many 
respects to those in England. However, financial ac- 
counting and costing functions are strongly repre- 
sented at top executive level by the controller, a 
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distinctly American development. The controller often 
has under him a chief accountant. The distinction be- 
tween the names and relative positions of the two func- 
tions is important. The controller, as his name implies, 
is much more concerned with control through figures 
than with mere recording and he is always senior of the 
two. 

The controller is normally responsible for all ac- 
counting and costing functions, for budgeting, for 
measuring performance against approved operating 
plans and standards and for reporting and interpreting 
the results of operations to all levels of management. He 
keeps in touch with management problems and provides 
information at the earliest stage of policy formation. 
As a result his attitude is to develop the interpretive 
function and to subordinate the recording function. 

American companies make a clear distinction be- 
tween the functions of directors and of officers, and be- 
tween the types of reports which they receive. The 
board of directors receives tabulations of financial in- 
formation in detail: a balance sheet, profit and loss 
account, and often the position of inventories, disposi- 
tion of funds or working capital, capital expenditure, 
forward commitments, sales, production and appropri- 
ate statistics. The board is ultimately only concerned 
with the attainment of good financial results. For this 
it holds the president and his officers responsible; 
otherwise it gives them great freedom in operating 
policy. 

The board of directors is often prepared to spend 
capital more freely to enable a new product to be made 
or production to be increased than for reduction of cost. 
It is argued that the gain or loss for not cutting costs 
is measurable, whereas the loss involved in missing an 
opportunity is immeasurable. 

Top executives receive copies of the board reports 
and the controller briefs them to discuss the reports 
with the board, but they do not regard the reports as 
their prime contro] statements. Senior management 
pays more attention to forecasts and budgets than to 
past results. It is interested in the latter chiefly as a 
means of setting targets for the future and for con- 
trolling subordinates. The individual manager at each 
level sees and agrees with his budget of expenditure or 
standard of performance. He later sees a comparison 
of actual performance with the agreed budget or stand- 
ard. Since he knows his responsibilities and the limits 
of his power, and since he sees problems as they arise, 
he feels a freedom and a confidence that let him get on 
with the job. The nearer a man is to the shop floor or 
to the customer, the more he is interested in current 
results as a guide to immediate action because he knows 
that his effectiveness will be judged by his success in 
reaching the target. 

Standards are often set for control purposes which 
appear to bear little direct relation to the general ac- 
counting system or to costing and estimating standards. 
There is no evidence of actual product costs being used 
for day-to-day control. Every month the foreman, de- 
partmental manager and works manager are presented 
with sheets listing all details of manufacturing variances 
which have taken place during the month, in respect of 
labor, materials and indirect expenses. These are given 
both for the month and cumulatively for the year to 
date, together with comparative figures. 


Advanced companies make great efforts to reduce 
the routine reports given to the officers and senior 
executives. The most valuable information is conveyed 
to them in frequent discussions with the controller and 
his staff and in special reports dealing with current 
problems and likely developments. In many cases the 
controller considers the gain of a few days justifies the 
use of estimates to enable prompt closing. 

The report also covers such matters as factory man- 
agement, costing procedures, control of profitability 
(budgets), sales analysis, purchasing and stock control, 
office management, internal auditing and financial ac- 
counting. The group was impressed by the quantity and 
quality of the information which is published in 
American reports. 

The report describes visits to Schools of Business at 
Harvard, M.I.T., Columbia and Chicago. It recom- 
mends that management in Britain take an active in- 
terest in the extension of their colleges to teach business 
administration at all levels, giving serious consideration 
to the American practices in this field. 

This report has already sold over 17,000 copies and 
gone into a second printing of 10,000 copies in Britain. 
According to a letter, “It has aroused great interest, 
and the Team are rather like a travelling circus, for 
they have been round addressing meetings in all the 
main industrial centres in Great Britain.” 

While the report obviously could not be definitive, 
nevertheless it contains a general picture of the best 
American practice as viewed by competent outside ob- 
servers which is unparalleled in accounting literature. 

PAUL KIRCHER 
Assistant Professor of Accounting 
University of Chicago 


Principles of Accounting—Intermediate (Fourth Edi- 
tion). H. A. Finney and Herbert E. Miller. (New 
York: Prentice-Hall, Inc., 1951. Pp. xiii, 975. $5.75.) 


A new edition of Finney’s Intermediate Accounting 
has always been of interest to teachers of accounting 
and the present edition is of particular interest because 
it is the joint product of Mr. Finney and Prof. Herbert 
E. Miller of the University of Michigan. While the Fin- 
ney texts have always been considered very teachable 
and concrete, many teachers have remarked that they 
felt the need for more adequate discussion of reasons for 
procedures and of a treatment of principles and theories 
of accounting. Because of Prof. Miller’s chairmanship of 
the American Accounting Association Committee on 
Standards and Principles in 1948 teachers will be inter- 
ested in the impact of his collaboration on the treatment 
of fundamental principles. The present edition has defi- 
nitely brought these io the forefront in many places, 
especially in the treatment of statements, inventories, 
fixed assets and depreciation, and intangibles. Alterna- 
tive viewpoints on some of the more unsettled problems 
are more fully presented and thereare frequent references 
to S.E.C. releases, American Institute Research Bulle- 
tins, American Accounting Association “Standards” 
and “Statements of Principles,” and to other writers. 
The discussion is balanced and thought provoking and 
the student who studies these chapters carefully will 
have his ability to consider fundamental principles and 
concepts considerably strengthened. 

In most sections there is more accent on the “why” 
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and less on the “how,” though the illustrations are still 
well chosen and adequate and the “how” is not neg- 
lected. In many places the student will have to think 
his way through situations and will need more interpre- 
tation by the instructor than was true of the last edition 

As to the content of the new intermediate volume, 
the most significant changes are in the omission of 
partnerships and compound interest calculations, which 
are being relegated to the advanced text. Also, the two 
chapters on Basic Accounting Theory in the last edition 
have been in part combined in a new chapter, The De- 
termination of Income, which comes late in the book. 
This chapter is particularly well written and thoughtful. 
Basic concepts, objectives and viewpoints are well con- 
sidered. A background of fundamental theoretical 
thinking is in this edition also given in the discussion of 
individual assets and equities. This promises to yield a 
better integrated result. 

Another change is the introduction of several chap- 
ters at the beginning of the book on recording processes, 
adjustments, reversing entries, worksheets, and cor- 
rection of the statements and books. This is intended to 
review elementary accounting and bridge the gap be- 
tween the first year and second year of work. The prob- 
lems in these chapters seem to be well selected to ac- 
complish this review and solidification of the under- 
standing of the recording and summarizing processes. 
They will be particularly useful to students who have 
had their first year’s work at another institution or who 
have allowed an interval to elapse since that course, 
but will serve all students in giving alternative methods 
of accomplishing accounting ends and in correcting 
erroneously prepared statements and books. 

Chapters 5 and 6 contain a good statement of the 
differences between the “‘all inclusive income statement” 
the “clean surplus” viewpoint) and the “earning 
power” concept of the statement, with adequate illus- 
trations of the two forms. The combined statement of 
income and surplus and the single-step statement are 
also intelligently presented. There is less accent on 
formal classifications and more on objectives and how 
to obtain them. The form of income statement still 
strikes a balance after deducting selling expenses from 
gross profit and calls it ‘““Net Profit on Sales.” It hardly 
seems proper to call this balance “net” and it has little 
significance in any case. 

Cash and receivables have been combined in one 
chapter but three chapters are devoted to inventories. 
These three chapters are a particular improvement in 
that they more fully clarify the theoretical implications 
and effects of different inventory pricing systems and 
present more completely the viewpoints of the propo- 
nents of the various pricing methods. References are 
frequently made to American Institute bulletins and to 
Paton and Littleton. The different viewpoints seem to 
be presented in reasonable balance and fairness and 
shortcomings and defects of the methods are pointed 
out clearly. 

Something rather new is the treatment of the appli- 
cation of Liro to the Retail Inventory Method, es- 
pecially pertinent in view of the spread of Lrro in prac- 
tice. It should be remarked that the use of maximum 
mark-up in reducing the retail inventory to cost (or 
market) results in valuing inventory at a price below 
that necessary to cover costs of operation and yield a 
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normal profit margin. The authors defend this on the 
ground that it approximates “market” which is rather 
doubtful. Also shouldn’t accountants restrict the term 
“market” to “reacquisition price” as the authors do ear- 
lier in the chapters and speak of “realizable value” when 
resale price is involved? 

The chapters on statement analysis have been 
placed earlier in the course and are substantially the 
same as those in the old edition except for certain parts 
of income analysis. The rather voluminous treatment of 
analysis of current position has been retained including 
considerable phenagling to get working asset turnover. 
This is one of the pseudo-turnovers, a mere percentage 
relationship between sales income and investment in 
assets just as is plant turnover. Both are useful for some 
purposes but are not “turnovers” and it hardly seems 
necessary to meticulously adjust the income figure to 
try to make turnovers of them. Also the “profit per 
turnover” calculations do not seem useful. The same 
should be said for the “credit index” which Mr. Finney 
took over from Alexander Wali. This is an attempt to 
use ratios in a purely mechanical fashion and is almost 
certain to lead to erroneous conclusions in some cases. 
To quote from Stephen Gilman, “There is nothing final 
about a ratio—it is just the starting point for an in- 
vestigation.” 

The authors correctly criticize “turnover of working 
capital” as a bastard ratio which mixes method of 
financing with productivity of assets. The same criti- 
cism should therefore have been applied to “turnover” 
of net worth. The ratio of net worth to fixed assets is 
always a questionable one and is probably quite useless 
when bonds finance part of the fixed assets. 

The chapter on income analysis has been improved 
by pointing out the flaw in the usual gross profit analysis 
which exists whenever price and volume both go up or 
down at the same time. There is a common product 
which the authors correctly explain as a joint result. 
However, when price and volume go in opposite direc- 
tions there is no joint area and the analysis really does 
not need correction. The reviewer believes this chapter 
would be further improved by more adequate discus- 
sion of measures of earnings on capital. The only meas- 
ures presented are net income to net worth and net 
income to total assets (a completely invalid ratio, by 
the way). The whole field of regulated industry uses 
measures in terms of asset investment and this type of 
measure is probably more valid than that in terms of net 
worth. The measures in terms of assets are also more 
important in estimating goodwill than the authors seem 
to admit in a later chapter. “Times bond interest 
earned” has been largely abandoned in favor of “times 
all fixed charges” and other interest and rentals (in rail- 
ways) should be included in the calculation. Also “times 
preferred dividends” or preferably “times fixed charges 
and preferred dividends” should be discussed. These 
investment market multiples are published so widely 
that our students should understand them as a signifi- 
cant segment of statement analysis. 

The separate chapter on closing has been dropped, 
which seems desirable, since accounting practice is un- 
doubtedly reducing closing entries to a bare minimum. 
Closing is, however, described in the setting of the par- 
ticular type of business in several places in chapters 2 and 
3. It still seems to be somewhat overaccented. 
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Fund statements have been relegated to the last 
chapter, probably as too difficult to understand at an 
earlier point. A new form of worksheet has been adopted 
which seems unduly complicated for the student’s un- 
derstanding. The whole chapter is very involved and 
will probably be more difficult to get across to students 
than the one in previous editions. 

Two features of previous editions which made them 
so teachable were the good illustrations and the prob- 
lems. The illustrations in this edition seem as well done 
as ever and problem materials have been greatly im- 
proved and amplified, and they tie in more closely with 
the chapters. In general, this edition seems to have met 
a good many of the criticisms of older editions in a some- 
what better selection of topics and in the considerably 
greater emphasis on principles and orientation to pres- 
ent accounting thought and recent developments in 
corporate reporting. 

E. A. HEILMAN 
Professor of Accounting 
University of Minnesota 


Advanced Accounting, Volume II. George Hillis New- 
love and S. Paul Garner. (Boston: D. C. Heath and 
Company, 1950. Pp. xi, 418. $4.75.) 


Advanced Accounting Problems, Book 2. George Hillis 
Newlove and S. Paul Garner. (Boston: D. C. Heath 
and Company, 1950. Pp. 200. $2.25.) 


This text on advanced accounting is a unit in the 
Heath Accounting Series and is the second of two vol- 
umes. Volume I (in press) is to cover corporate capital 
and income; Volume II deals with reorganizations, 
bankruptcies, fiduciaries, and partnerships. The authors 
believe either volume may be used independently of the 
other following what is usually designated as interme- 
diate accounting in a curricular arrangement. Advanced 
Accounting, Volume II, as a text, is most likely to find 
its place in a program of study at the professional level 
whether this be in the senior or graduate year. In addi- 
tion, the authors hope this volume will be useful to 
individuals reviewing for the CPA examination and to 
practitioners working in the areas indicated above. As a 
text, the pattern of material and problems has been cut 
for a two or three hour semester course. 

The subject matter and the page emphasis are indi- 
cated in the following tabulation: 


Part Subject Chapters Pages 
1 Reorganizations 3 106 
2 Bankruptcies 4 138 
2 Fiduciaries 2 103 
4 Partnerships 3 65 
12 412 


The material is well presented and adequately illus- 
trated. Your reviewer believes this volume presents the 
broadest coverage of reorganizations and bankruptcies 
to be found in a standard accounting series. The authors 
have been meticulous in attention to detail and in docu- 
mentation. Regulatory reports are illustrated and pro- 
nouncements of the American Accounting Association, 
the American Institute of Accountants, and the Securi- 
ties and Exchange Commission have been woven into 
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the presentation. In the first three parts of this work, 
considerable emphasis has been placed on the relation. 
ship between accounting and law and on the influence 
of governmental regulatory bodies on accounting, 

The problems for Advanced Accounting, Volume II, 
appear in a separate volume as Advanced Accounting 
Problems, Book 2. Pages are 83X11 and punched for 
transfer to a notebook. The problems are of two grades: 
(1) a series of so-called exercises for each chapter for 
use in the classroom or for home assignment, and (2) 
longer and more comprehensive problems for home 
work or review. A sufficient number has been provided 
to allow for individual preference on the part of the 
teacher or to permit rotation in assignment construc. 
tion. Solutions are furnished to instructors only. 

The quality of paper and the type of Volume II are 
satisfactory. The format and chapter organization are 
very good. Considerable bibliography will be found in 
footnotes; the index appears adequate; with the possible 
exception of chapters 10 and 11 on partnerships, the 
table of contents seems quite complete. 

Has the purpose for which this volume was admittedly 
written been fulfilled? This reviewer favors the division 
of the orthodox accounting subjects treated in the class- 
room into (1) a general business area, (2) a twilight or 
semi-professional area, and (3) a professional area. In 
terms of this division the three parts dealing with re- 
organizations, bankruptcies and fiduciaries would cer- 
tainly fall into the professional area as of interest pri- 
marily to professional accountants. Whether in a work 
on advanced accounting these elements should be placed 
in a separate volume is a matter to be decided by the 
authors and their publisher and is not too material to 
the teacher. The reviewer is not fully convinced that the 
chapters on partnerships should be classified with the 
other subjects and feels that some other more specialized 
work such as consolidated statements might have been 
substituted. In terms, however, of the objectives stated 
in the opening paragraph above, the authors have sowed 
well. 

The goal of this reviewer has been to try to indicate 
the approach of the authors and the general content and 
make-up of the text with comments on the adequacy of 
treatment; it has not been his intention to discuss the 
details of treatment or to criticize in picayunish fashion 
even though he has, for example, been annoyed by the 
free use of “working capital” rather than “net working 
capital.” This portion of Advanced Accounting has been 
handled exceptionally well and Professors Newlove and 
Garner have made a significant contribution to the ac- 
counting literature in this area. 

Hae L. NEwcoMER 
Professor of Accountancy 
University of Ilinois 


Accounting: A Management Approach. Ronald H. 
Robnett, Thomas M. Hill, and John A. Beckett. 
(Chicago: Richard D. Irwin, Inc., 1951. Pp. ix, 
570. $5.50.) 


The aim of the authors has been to develop a text 
that would meet the needs of the person who will use 
accounting as a source of financial information and asa 
basis for decision and policy making. The authors feel 
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that the student who will be the business man, investor, 
labor leader or legislator of tomorrow does not require 
an understanding of accounting techniques and proce- 
dures, but rather needs to have a full appreciation of 
the principles and conventions underlying the prepara- 
tion of accounting reports and further the ability to use 
accounting data in interpreting and evaluating the past 
and in choosing effective courses of action for the future. 
The authors have fulfilled their aim in a most competent 
and original manner, and have made a real contribution 
in the area of accounting in its managerial aspects. 

The text is divided into six parts. Part I, The Nature 
of Business Transactions, considers business activities, 
the nature of the measurement mechanisms, and ac- 
counting reports and their uses as measures of opera- 
tions and tools for achieving managerial effectiveness. 
Part II, The Elements of an Accounting System, fol- 
lows the flow of accounting information from the busi- 
ness paper supporting the individual transaction to the 
fnal reports. Detailed attention is given to the basic 
business documents, special journals and registers, sub- 
sidiary and general ledgers, and the financial statements. 
Emphasis is placed upon modern techniques in the 
handling of large masses of data for the medium and 
large-size business unit. Part III, The Accounting Ap- 
proach to Valuation and Income Determination, re- 
views the basic concepts and their application, and sug- 
gests the accounting limitations that must be appre- 
dated in the interpretation of financial data. 

The first three chapters of Part IV, Accounting for 
the Utilization of Business Capital, describe in detail 
current and “long-life” assets and the valuation prob- 
lems relating thereto in the course of income measure- 
ment. The last two chapters of this section describe ac- 
counting for the manufacturing unit, including job 
order cost systems, the elements of budgetary control, 
performance standards, and standard costs. Section V, 
Accounting for the Sources of Business Capital, de- 
scribes in detail capital sources—borrowings, owners’ 
investments, donations, and retained earnings. Section 
VI, Summary, offers a review of accounting in its dual 
role—the historical function offering a factual record of 
activities and the interpretation of such record, and 
the policy function offering data to be used for future 
managerial guidance and policy. An appendix offers a 
summary of compound interest and its application and 
provides compound interest and bond tables. 

While emphasis is placed throughout the study on 
the preparation and analysis of the usual periodic state- 
ments, attention is directed to such other accounting 
reports and summaries of particular significance to 
management as the application of funds statement, con- 
solidated statements, budget reports, and break-even 
point analyses. The statements are not simply developed 
in a vacuum but are shown as the outgrowths of real 
needs on the part of management for business facts in 
relation to certain problems calling for informed deci- 
sions. Actual corporate statements and summaries as 
well as excellent graphic presentations liberally sprin- 
kled throughout the text serve to point up textual de- 
scriptions. 

The student is made aware of the services performed 
by accounting as well as the limitations that are inher- 
ent in its products. Problems created by changing prices 
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and a dynamic economy, the different approaches to 
measurement problems, and the evolving nature of ac- 
counting in meeting new business situations are fully 
considered. 

A liberal supply of questions and problems appears 
at the end of each of the seventeen chapters as well as 
in the appendix. Many of the questions and problems 
call for an analytical and critical approach in the eval- 
uation of accounting data directed towards reaching 
sound business decisions. 

The authors state that the text should serve as the 
basis for a one-semester course for the college sopho- 
more. In view of the scope and the depth involved in 
parts of the discussion, there will be some who feel that 
the course requires the maturity of the college junior or 
senior. While the bock is designed primarily for the nen- 
accountant, it would seem that accounting majors would 
greatly profit by exposure somewhere in the curriculum 
to the management emphasis as developed here. 

Harry Simons 
Lecturer in Accounting 
University of California, Los Angeles 


Functional Accounting (Second Edition). C. A. Moyer 
and R. K. Mautz. (New York: John Wiley & Sons, 
Inc., 1951. Pp. xii, 523. $6.00.) 


Functional Accounting constitutes an attempt on the 
part of the authors to inject into the teaching of ac- 
counting an emphasis on the adaptation of accounting 
procedures to management control requirements. The 
preface indicates that the objective of the book is to 
emphasize certain neglected areas of financial account- 
ing, such as internal control, the functioning of account- 
ing procedures, and the usefulness of accounting data in 
the day-by-day operations of the enterprise, and “to 
weave into a unified pattern the functions, theory, and 
practice of general financial accounting.” The book is 
intended as a one-semester course in general financial 
accounting at the intermediate level. It attempts to 
meet the needs of the nonaccounting majors as well as 
those who may specialize in accounting. The discussion 
is developed with the corporate form of business organi- 
zation as a background. There is no discussion of prob- 
lems peculiar to other forms of organization, such as 
partnerships. 

There are 18 chapters divided into 5 major sections. 
Part I deals with accounting functions and basic theory. 
The discussion of basic accounting theory at the begin- 
ning of the text is good in that it not only gives the stu- 
dent a background for the managerial approach to ac- 
counting, but also warns the student of the limitations 
of accounting. Part II discusses sales transactions and 
receivables. Part III relates to the acquisition of assets 
and services. 

Part IV, which is labelled ‘Financial Transactions,” 
discusses cash, capital stock, surplus, liabilities, and in- 
vestments and funds. The caption for this section of the 
text may be criticized as implying that the rest of the 
book does not deal with transactions which are financial 
in nature. Evidently the authors intended this section to 
describe those transactions relating to business financ- 
ing. Part V deals with the preparation and analysis of 
financial statements. It is refreshing at this point to find 
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a brief discussion of such topics as the concepts under- 
lying forms of income and surplus statements, relation 
of income and surplus statements to federal income tax 
requirements, and the limitations of accounting data 
during a period of changing price levels. 

Particular emphasis is placed throughout on the 
protection of company resources and on the function of 
accounting in serving as a control over operating de- 
partments. The reviewer feels that this emphasis is par- 
ticularly applicable to small businesses which may seem 
to keep accounting records for the sake of record-keep- 
ing. The student should be made aware that these small 
business units ordinarily do not go far enough in the 
direction of making accounting data useful to manage- 
ment-owners, nor in facilitating the control and preser- 
vation of resources. 


The Accounting Review 


Despite the authors’ statement in the preface that 
the problem side of accounting has been generally over. 
emphasized in college teaching, the authors have jp. 
cluded a wealth of problems in their book. Many 
these, including the general review problems at the 
back of the book have been taken from American Insti. 
tute C.P.A. examinations. Most of them emphasize the 
management and accounting control points of view, 

Both authors have fully utilized their academic and 
practical accounting experience to write a text in 
highly interesting and readable style, and they have 
done a good job in emphasizing important aspects of 
accounting. 

Joxun W. Sona 
Associate Professor of Business Administration 
University of Oregon 


Economics 


Managerial Economics. Joel Dean. (New York: Pren- 
tice-Hall, Inc., 1951. Pp. xiv, 621. $5.00.) 


This book represents a significant development in a 
currently neglected field. During the past fifteen years 
excessive preoccupation of economists with aggregate 
economics has resulted in a considerable cleavage be- 
tween the economics of the entire system and the eco- 
nomics of the business firm. The individual firm as a 
typical productive unit merits fundamental research 
and conceptual analysis to develop a greater consistency 
between the fields. Especially in the oligopolistic in- 
dustries there is need for empirical study of the adjust- 
ment of the firm to the policies of the total economy in 
view of greater consciousness of the power of govern- 
ment in shaping economic trends. 

The author analyzes the motives of business firms 
especially under monopolistic competition and finds 
that many of the simplifying assumptions of theorists 
often mistaken for reality need further elaboration. 
Two specific closely related aspects of the problem, pric- 
ing policy of the firm and formulation of the business 
budget, need to be studied and correlated. 

A lengthy introductory chapter on the nature of 
profit is largely confined to existing theories of profit. 
The conventional assumption of most theorists, that 
of profit maximization as a dominant motive in pro- 
duction, receives critical examination. Treatment of 
competitive and limited monopolistic industries fol- 
lows generally the accepted analysis at the present time. 
However the study goes beyond the usual textbook pres- 
entation while at the same time much of the difficult 
abstract analysis, so characteristic of fundamental re- 
search in the development of models, is avoided. Also 
in this chapter is a 16-page section on profit measure- 
ment drawn from Prof. Dean’s article “Measurement 
of Profits for Executive Decisions” in the April, 1951, 
issue of THE ACCOUNTING REview, being largely a dis- 
cussion of the impact of changing price levels on ac- 
counting concepts. 

The demand and supply analysis has more to offer by 
way of empirical evidence than does much of the pre- 
vious literature in the field. The author is known for his 
empirical studies; moreover, this work includes digests 
of other recent empirical studies of demand, cost and 
supply. The near insoluble problems of joint supply and 
multiple products receive realistic treatment. 


A special chapter on advertising offers a survey of 
current theories and policy. As regards the relation of 
sales to costs the author cautions against too much reli- 
ance on the “break-even” analysis which is currently in 
vogue, yet not without a review of the case sufficient to 
show his familiarity with the problem. 

The final chapter on capital budgeting explores an 
especially fruitful field. One of the foremost issues of the 
present time is the long term and cyclical planning by 
privately controlled industry as contrasted with the 
long term economic program engineered directly or 
indirectly by the government. Almost any contribution 
in this area could easily explore new ground. It is hardly 
necessary to say that at the present time there is little 
by way of adequate theory of long term private capital 
investment in an economy which is increasingly domi- 
nated by government controls and permeated by strong 
anti-private property interests. 

It would be unfair to the author to suggest even 
remotely that this work reflects any outstanding or 
peculiar sociological bias. The work in large part is a 
synthesis of prevailing thought as is evidenced by ample 
digests and quotations from other recognized scholars. 
It might be noted more for its broad coverage and syn- 
thesis than for its originality in narrow phases of the 
general problem. As a whole the work differs from the 
usual treatise on the economics of business enterprise in 
that it relies more heavily on empirical data and docu- 
mented evidence. In fact the whole tone of the work is 
one of induction from factual evidence instead of de- 
duction based upon rigorous but abstract assumptions. 
The point of view of course is that of internal manage- 
ment of the firm in a privately operated economy. The 
book should be an important reference for business 
executives and students. It should be of special use to 
the controller because of its emphasis on the economics 
and the shaping of managerial policy. 

RUSSELL BOWERS 
Associate Professor of Economics 
Carnegie Institute of Technology 


Monopoly and Free Enter prise. George W. Stocking and 
Myron W. Watkins. (New York: Twentieth Century 
Fund, 1950. Pp. xv, 596. $4.00.) 


“Free Enterprise” means many things to many men. 
Certainly no individual or group using the concept can 
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presume to have the only “true” meaning. But in the 
interests of clearer thought, to say nothing of more 
sound politics, it would be well to have at least some 
agreement on what the term does and does not imply as 
regards the political and economic organization of a 
sciety. Business, as the evolution of our industrial 
structure is outlined in this volume, generally interprets 
“free” as including the freedom to grow, merge, domi- 
nate, combine, and hold reserve powers over regulatory 
legislation. The authors of this work see the essential 
characteristics of a “free enterprise system” as: (1) 
Price ownership, operation for profit, and decision- 
making on allocation and investment; (2) freedom of 
entry into any economic field without governmental or 
private obstruction; and (3) a competitive market. 

The work under review represents the culmination of 
over six years of research, sponsored by the Twentieth 
Century Fund and directed by the authors. It is the 
third and final volume on the “problem of monopoly” 
both national and international. Cartels in Action 
(1946) and Cartels or Competition (1948) deal with case 
studies and analysis of the international aspects, and 
the present volume sets out to state the problem, its 
history, and its implications as it appears nationally. 
The final chapter is written by the supervising Com- 
mittee on Cartels and Monopoly of the Fund and pre- 
sents the policy program. 

This is an undertaking of broad scope, on a high level, 
and on a problem of critical importance. The authors 
bring to the job much specialized experience in the field 
and a devotion to the task of administering to the public 
welfare in a diagnostic capacity. In many ways the book 
isa noteworthy achievement. The gamut of forces af- 
fecting the degree of competition are set forth and exem- 
plified with a wealth of illustrative detail: from the im- 
plications of modern technology for business organiza- 
tion, the “combination movement,” the growth of 
trade practices inimicable to vigorous competition, and 
the activities of trade associations, to the operation of 
the patent and anti-trust and “fair-trade” laws. The 
changing structure of the economy is approached his- 
torically; the “‘basic factors,”’ economic and pecuniary, 
shaping the structure are analyzed; the theory of the 
competitive economy and the practice of “imperfect” 
competition are set forth clearly and easily. It is a book 
which should be used in undergraduate price theory and 
structure of industry courses, especially because of its 
clarity and simplicity in the handling of theory, rela- 
tively free of the usual esoteric phraseology and over- 
elaborated deduction. Four pages in the first chapter 
provide the clearest condensation of the model of a 
functioning competitive economy that the reviewer has 
met. Likewise, the chapter “Competition in Markets 
of Few Sellers: The Theory” lays out the essential resi- 
due of the current generation’s explorations in the theory 
of oligopoly in language comprehensible to the layman 
and yet meeting the professional economist’s demand 
for precision, if not elegance. 

The activities of trade associations, and the operation 
of various trade practices are handled with the attention 
they deserve, something which cannot be said of many 
general works on monopoly. The chief schools of 
thought, governmental and academic, are given due re- 
gard and most of the representative opinions are given 
consideration. Especially valuable for class use is the 


detailed summary of the history of policy under the 
anti-trust laws. 

The “basic issue,” as the authors see it, is not that of 
alternative economic “systems” but rather “more or 
less governmental control.” Pure and perfect competi- 
tion would need no regulation. Therefore the extent of 
intervention is, or should be in their opinion, deter- 
mined by the degree to which “imperfect” competition 
modifies the real world results. The authors then de- 
scribe and analyze the many “deviations.” The result- 
ing picture is one which is indeed hard to make con- 
sistent with the authors’ condition that an enterprise 
system to be free must be competitive and devoid of 
artificial obstructions to entry. The position is close to 
that of Corwin Edwards: The conditions of competition 
are being steadily undermined by the dictates of tech- 
nology and the power of private interests subject only 
to their own pattern of control. The counter-forces of 
innovation and present public policy act only as quali- 
fications to the basic trend, slowing down and modifying 
slightly the developing concentration but not thwarting 
the main drift, not changing the run of fact. 

At this point the high promise of the study, to pro- 
vide a realistic, historically-based policy, appears to this 
reviewer to break down. The indictment is severe and 
detailed, but the decree is mild and vague. Perhaps the 
authors are not responsible for this, for the “Program to 
Promote Competition” is the work of the supervising 
committee. The program is essentially one of relying 
upon a more vigorously enforced Sherman Act which 
would be tightened by repeal of contradictory legis- 
lation of the fair trade variety, and sharpened by pro- 
cedural and administrative improvements. This would 
be supplemented by some mild patent reform, and gov- 
ernment stimulus to small business. In short, the pro- 
gram is hardly different in substance from those of 
Thurman Arnold and the recommendations of the final 
report of the TNEC over a decade ago. But in the mean- 
time, business has become further integrated and “‘or- 
ganized,” both internally on the corporate and supra- 
corporate levels, and externally as it has infiltrated the 
public mechanisms by which it is supposed to be over- 
seen and regulated—e.g., the war and defense agencies 
especially, and on a local level various agencies like the 
milk control boards. These developments make the 
Committee’s proposals seem both insufficient and un- 
realistic. 

The weakness of the work is that the treatment of 
concentration is not carried forward far enough to see 
where it’s going, and the analysis is kept too closely to 
the “industry” or “market” level, neglecting the ques- 
tions of the general concentration of economic power 
and the relationship of economic and political power. 
To this reviewer the basic question is not “more or less 
government control,” but who is to control, in the in- 
terest of whom, and for what purpose. 

Joun H. DALTON 
Lecturer in Business Administration 
University of California, Berkeley 


The Role of Measurement in Economics. Richard Stone. 
(New York: Cambridge University Press, 1951. 
Pp. 85. $2.50.) 


This monograph makes available to a wider audience 
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material which the author first presented as the New- 
march Lectures at University College, London, in 1948- 
49. While it is necessarily, therefore, not an extensive 
treatise on quantitative economics, it does not suffer 
from the looseness and informality that often mar the 
printed version of lecture series. It is, rather, a well 
reasoned statement of Mr. Stone’s underlying viewpoint 
on the nature and necessity of measurement in eco- 
nomics, illustrated by examples he is able to draw upon 
from his experience as official national income statis- 
tician and, more recently, as Director of the Depart- 
ment of Applied Economics at Cambridge. The keynote 
of that viewpoint is that there must be a closer combi- 
nation of theory and measurement if economic science 
is to meet adequately the demands being put upon it 
today. 

In the first half of the volume, Mr. Stone examines 
the kinds of questions that have to be answered quanti- 
tatively, dividing them into four classes. The first con- 
cerns questions of fact. The réle of theory is immediately 
apparent when economic facts are taken to include not 
only the counting of homogeneous units such as the 
output of steel ingots, but the measurement of empirical 
constructs such as the national income or the level of 
prices. He contends that the present need for facts can- 
not be met merely by official statistics that are largely a 
by-product of administration, because they are de- 
ficient both in definition and scope. Hence, both eco- 
nomic design and statistical design must be introduced 
into fact collection. This means precise specification by 
economists of the information wanted and a planned 
approach to the cheapest way of providing it, in which 
considerable use can be made of sampling techniques. 
Only by such an approach can the current laborious 
adjustment of by-product statistics to fit economic 
needs be improved upon. It may be recognized that 
official agencies have moved much further in this direc- 
tion in our country than in his. 

The second class of questions concerns the testing of 
economic theories or hypotheses. Using the theory of 
choice as an example, Mr. Stone demonstrates that 
economic theories cannot be reduced to a set of self- 
evident axioms and that the problem of satisfying our- 
selves that the actual world behaves as if the postulates 
of theory were true cannot be avoided. Theories must, 
therefore, be restated in a form capable of being tested 
and the help of psychologists and sociologists must be 
called upon to test the axioms themselves. 

The third and fourth classes of questions concern the 
estimation of parameters and the problem of prediction. 
As to the former, Mr. Stone shows that one cannot pro- 
ceed by empirical relationships alone, but that an ade- 
quate theoretical apparatus is necessary in interpreting 
and using statistically determined constants. The same 
point arises in prediction. To make progress with this 
problem, we must employ a dynamic theory of economic 
development, and secure the data that would enable us 
to estimate the parameters of the system over time. He 
sets out a simple system of this kind to show the diffi- 
culties involved and the large amount of knowledge re- 
quired. 

The second half of the volume is devoted to giving 
two substantial illustrations of the problems of measure- 
ment in fields that Mr. Stone has long been concerned 
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with: social accounting and demand analysis. The for. 
mer will no doubt be of more interest to readers of this 
journal. He traces the whole range of problems that 
must be faced in developing an adequate system of nm, 
tional accounts, from its theoretical aspects and form) 
properties through to its accounting and statistic 
requirements. In general it is familiar ground that js 
covered, designed to present a broad view of the subject 
to the non-technician rather than to debate minor ¢op. 
troversial points. Although it has a disarming simplicity, 
it provides the general reader with an excellent intro. 
duction to social accounting that may also be used ¢. 
fectively as supplementary reading in economics and 
accounting courses. 

I may add only that Mr. Stone appears to me to haye 
overstated the case for the use of sampling in providing 
the data for social accounting. While sampling has given 
us the means of estimating current magnitudes and 
additional details in national income statistics, it is stil 
a fact that the comprehensive types of tabulations like 
censuses, and income and social security tax returns 
supply the backbone of the estimates. It may also be 
argued that they are a primary requirement for develop. 
ing adequate samples. 

Mitton GILBERT 
Director of Statistics and 
National Accounts 
Organization for European Economic Cooperation 
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Overhead Cost: Some Essays in Economic Analysis, 
W. Arthur Lewis. (New York: Rinehart & Co., Inc, 
1949. Pp. 200. $3.00.) 


All too seldom do we find well-balanced inter-dis 
ciplinary attack on policy issues. Professor Lewis’ seven 
essays, which freely draw on economics, accounting, 
law and statistics, are a highly welcome exception. The 
author’s contributions to theory are not less interesting 
than the application of his tools to a wide range of prob- 
lems, which we will briefly discuss in turn. 

“Fixed cost” is a reconsideration of variable and 
fixed cost with special emphasis on pricing and resource 
allocation. The line of demarcation between the two is 
the extent to which commitments can be escaped, i.e, 
escapability. The distinction between inescapable, or 
fixed, and variable cost is not unequivocal, because costs 
vary with the nature and degree of escapability—thus, 
some costs may be inescapable in the short run but not 
in the long run; some are joint costs; some are inescap- 
able for small but not for large output changes; and 
some are inescapable in every respect. As all four points 
have a bearing on marginal cost they call for modifica- 
tions, and naturally severe complications, of conven- 
tional pricing. Thus for instance, with the range of 
escapable commitments changing with time, marginal 
cost will vary, depending on how far ahead one looks. 
In this context Professor Lewis concludes that in state- 
regulated industries price should cover short and long- 
run marginal cost including escapable indivisible cost. 

Turning to costs to the accountant versus those to 
the economist, Professor Lewis states that the account- 
ant is concerned with original and the economist with 
replacement cost. Furthermore, he points to the follow- 
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ing three special cases which constitute accounting costs 
hut not social costs from the economist’s view: (1) indi- 
yisible permanent assets with no alternative use, (2) di- 
yisible permanent assets operating below capacity and 
(3) perishable assets which are not renewed because of 
demand declines. Although these are three important 
greas of difference, it should be pointed out that there 
are more. 

The economist’s principle is escapable social cost. 
for instance, if two industries can perform the same 
grvice, that which provides it more cheaply should be 
retained. This brings up the issue of whether all services 
performed by an industry should be taken as a whole or 
whether each one should be considered separately as to 
whether it pays or not. Professor Lewis eloquently 
shows that the latter technique is superior because it 
minimizes distortion of economic factors and arbitrary 
price discrimination and enhances the ease of control 
fand thus efficiency) of operations. 

In “The Two-part Tariff” the conditions are dis- 
cussed under which a consumer might pay one charge 
which varies with the amount of the commodity con- 
sumed and another which does not. Among the major 
incentives calling for the use of this technique are men- 
tioned periodical demand fluctuations (involving corre- 
sponding idleness of equipment), risk minimization, 
price discrimination, and heavy “customer costs.” 

A similar problem is treated in “Economics of 
Loyalty,” which involves a differential treatment to 
loyal and disloyal customers. Such a differentiation may 
obviously be related to the firm’s desire to reduce 
costs—through economies of increased scale and regular- 
ized demand—or to increase its monopoly power. In 
this essay two conclusions of far-reaching import are 
reached, i.e., loyalty stipulations cannot create a 
monopoly, but maintain and extend it; and exclusive 
contracts from the firm’s point of view are safer and 
thus superior to vertical integration. This reviewer is by 
no means convinced of the second contention because of 
the benefits of economies which vertical integration, but 
not exclusive contracts, can offer. Furthermore, even 
small organizations with little or no monopoly power 
can benefit from vertical integration, while exclusive 
contracts usually presuppose monopoly power. 

“Inter-Relations of Shipping Freights” is a testi- 
monial to Professor Lewis’ diversity of tools. It is a 
statistical treatment of tramp ship rates during 1923- 
39 and includes an analysis of the effects of a monop- 
olistic control scheme. 

The Hotelling and Lerner-Singer treatments of 
spatial competition furnish the starting point of “Com- 
petition in Retail Trade.” The author distinguishes be- 
tween “optimum” and “ideal” store sizes where the 
former excludes transport cost while the latter includes 
it. He states the general conclusion, based on an abstract 
theoretical model, that “In any case, given the dis- 
persion of customers, the ideal size of shop is less than 
the ‘optimum’.” This generalized conclusion is based 
on the assumption “that there are no prime costs, but 
only an overhead, so that the average cost curve is a 
rectangular hyperbola.” This unrealistic assumption, 
which was never relaxed, in itself precludes stores being 
of optimum size. This reviewer, and perhaps most 
marketing students, can think of more fitting explana- 
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tions of excess capacity in retailing. The author men- 
tions that price competition, relatively high firm de- 
mand elasticities, economies of scale and population 
density contribute to a fuller use of retail facilities. 
Thus, stores selling shopping goods in suburban areas 
will be of less than optimum capacity unless demand 
elasticity is fairly high. Price maintenance will call for 
even greater excess capacity. Stores selling shopping 
goods in downtown shopping centers will tend to be of 
optimum size. Yet the author concludes pathetically 
that “there is in fact no practicable solution to the prob- 
lem of ‘excess capacity’ in retailing.” His only hope lies 
in making price maintenance illegal and having the 
consumer’s cooperative movement protect the public 
from waste. This reviewer is less concerned about possi- 
ble excess capacity than about efficiency and competi- 
tiveness. For instance, the large variety of retail estab- 
lishments in the United States, each of different effi- 
ciency and offering different services for more or less 
corresponding prices, appears to have given consumers 
such a good deal that they have little incentive to or- 
ganize cooperatives. 

The essay on “Monopoly and the Law” should be of 
particular interest to the American reader and, no 
doubt, will help him to gain a better perspective of the 
desirability and usefulness of the antimonopoly laws in 
the United States. Thus, for instance, in England the 
Crofter decision of 1942 permits businessmen, seeking 
to advance their private interest, to combine not only 
with each other and with their workers, but also with 
workers in other industries belonging to the same union. 
This trend in legal interpretation appears to hinge on the 
courts’ failure to distinguish between freedom to enter 
markets and sell, with freedom to prevent others from 
doing so. 

The last essay is a careful analysis of the institu- 
tional environment needed for the successful perform- 
ance of socialized enterprises, a question so often neg- 
lected in a maze of pros and cons regarding socialism. 

Indubitably the Library of Economics has added a 
valuable addition to its New Works series. However, 
many readers may regret that it agreed simply to re- 
print a heterogeneous series of journal articles and put 
them into book form. By reworking and integrating the 
essays the author could have produced an outstanding 
book of wide scope. 

WERNER Z. HirscH 
Instructor of Economics 
The Hebrew University 
Jerusalem, Israel 


Statistica Economica (Terza Edizione). Giovanni 
Lasorsa. (Padova: Cedam, 1950. Pp. xv, 493. 
L. 3,000.) 

In the last fifteen years, it has become fashionable 
(especially in English and North American Universi- 
ties) to conduct economic inquiry in terms of a unique 
model—that of national income. The shift in emphasis 
from micro- to macro-economics should afford no diffi- 
culties. But there is danger in the treatment of a com- 
plex economic matter such as national income without 
recognizing in detail its component elements. Accord- 
ingly the author sets the theme of his book, the bulk of 
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which is devoted to a discussion of statistical data with 
primary emphasis on the technique and the formal ap- 
paratus of its accumulation. 

Part I, comprising five chapters, reviews critically 
census method and material relating to agriculture, 
industry, and commerce. Two of these chapters are de- 
voted to agriculture with particular reference to the 
work of the I.[.A. The remaining three chapters are 
devoted to industry and commerce, two of these dealing 
primarily with the Italian economy and one with a re- 
view of the data of selected countries. Of interest is the 
thorough discussion of the concepts of “gross” and “net 
product” and of “value added.” 

Part II, comprising six chapters, is about the meas- 
urement of change (movimento economico) by means of 
index numbers. Agricultural and industrial production 
as well as foreign and domestic commerce are discussed 
in this light. Statistics relating to the Italian economy 
and from selected countries are used. Again the empha- 
sis, as in Part I, is on a critical evaluation of the tech- 
niques and deficiencies found in the data. The section 
is concluded with a formidable discussion of general 
price indices, Fisher’s “ideal formula” is used as the 
point of departure. In an extended note (317-323) the 
various conditions of reversibility, commensurability, 
etc., associated with price indices are analyzed. 

The concluding part of the book, comprising three 
lengthy chapters, is devoted to a discussion of the work, 
for example, of Colin Clark, Tinbergen, Keynes and 
others. Business cycle theory, in which the various ap- 
proaches to the subject are summarized, appears to be 
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well done. The concluding chapter analyzes and illys. 
trates the concept of national income. 

It is difficult to appraise a book of this type. The 
range of subject matter, and hence its brevity, make 
one hesitate to go beyond a mere recital of its content, 
However, a few things stand out. It is refreshing to note 
that the author makes the central theme of his work q 
test of the qualitative and quantitative adequacy of the 
statistical data used in the interpretation of economic 
events. This should be of singular importance to thos 
who introduce various data into comprehensive models 
for purposes of analyzing and forecasting. Even if the 
model is properly drawn, obviously, without data that 
are consistent and comparable, the results are dubious, 

The author also has something to say about the ap. 
plicability of models. In a reference, for example, to 
models based on the hypothesis of a chronic excess of 
savings over investment, he reviews the concern Italian 
economists have shown with their applicability to other 
than selected countries (Great Britain and the United 
States) in the decade of the thirties. The Italian econ. 
omy, as a case in point, was and is characterized by a 
scarcity of capital and hence too little saving. A different 
approach is necessary—one, possibly, in which the de. 
ficiency of capital rather than its abundance is stressed, 

The book is of interest on another score. It intro- 
duces names and ideas that apparently have not re- 
ceived circulation except in their home country. 

JouN PAGANI 
Acting Assistant Professor of Economics 
Stanford University 
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Management of Industrial Enterprises. Richard N. 
Owens. (Chicago: Richard D. Irwin, Inc., 1949. 
Pp. 650. $5.50.) 

Management of Industrial Enter prises is, according to 
the author, intended to be used primarily as a textbook 
for business administration and engineering students. 
It covers the operations of the various departments of 
manufacturing companies and should give the student 
a good general view of the problems involved in the 
operation of manufacturing companies. 

The author, in the first section consisting of three 
chapters covering the evolution of management, has 
done a good job in presenting the history and back- 
ground lying behind our present day industrial develop- 
ment. There are other sections on Equipment and 
Working Standards, Organization, Leadership and 
Morale, The Product, Production Standards, Wages 
and Incentives, Industrial Relations, Procurement and 
Storage, Control of Production, and Budgeting, Costs, 
and Sales. The subject matter is well balanced. The book 
is well written and easy to read; in fact among books on 
this subject it is outstanding in this respect. 

The chapter on The Foreman is particularly note- 
worthy. Considering the importance of foremen, it is a 
little surprising that other books have not included 
similar chapters. The author discusses operating prob- 
lems from the foreman’s point of view. In many re- 
spects his view differs from the views of the higher levels 


of management and, for that reason alone, deserves the 
full measure of consideration it has been given. 

In recent years many of the old wage plans which are 
described in all industrial management books have be- 
come outmoded. Owens has described the time-honored 
plans well but he might have included more about 
“across-the-board” increases and other changes which 
have modified or replaced older plans. 

As a method of presentation the extensive use of lists 
of reasons, advantages, etc., leaves much to be desired. 
This book uses frequent lists, giving the reader the im- 
pression that the material could be better digested and 
related if it were put in text form. There is also some 
tendency to present subjects in their most favorable 
light, i.e., advantages are set forth at length while dis- 
advantages and possible difficulties are scarcely men- 
tioned. As a result the student is likely to get a super- 
ficial appreciation of the subject. The over-simplifica- 
tion is likely to make him feel that he is better informed 
about production matters than he is. 

In the over-all picture, Management of Industrial 
Enter prises is a little thin in its treatment of some sub- 
jects and gives a slightly over-simplified picture of 
factory operations. On the other hand it is difficult to 
say where a subject should be cut to allow for more 
thorough treatment of others. The outstanding feature 
is the readable style which should make the book suit- 
able for college courses which are non-intensive studies 
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of the subject. It should also be helpful as a reference 
hook for staff department employees and others who 
are not specialists in factory management. 
FRANKLIN G. MoorE 
Professor of Industrial Management 
Northwestern University 


Executive Action. Edmund P. Learned, David N. Ulrich 
and Donald R. Booz. (Boston: Division of Research, 
Graduate School of Business Administration, Har- 
yard University, 1951. Pp. xiii, 218. $3.25.) 


In the field of personnel relationships, most of the 
attention has been centered upon personnel problems at 
the plant level. Discussion is concerned largely with the 
relation of the employee to the foreman and the mem- 
bers of staff departments. The problem of developing 
the attitude of “partners in production” is generally 
assumed to be confined to employee attitudes; and the 
problems arising from insecurity, desire for prestige, the 
need for a sense of belonging, and the desire for status 
have generally been discussed as though they existed 
only at the employee level. It is therefore refreshing to 
find a stimulating discussion of such personnel prob- 
lems as they exist at the higher levels of management 
and particularly at the level of the chief executive and 
the divisional executives. 

Although the authors recognize that executives work 
with things as well as people they believe that they 
work primarily with people and that the central core of 
the daily experience of executives has to do with per- 
sonal relationships. The chief problem of the executive 
is to achieve effective coordination at the top as well as 
the lower levels. 

The treatise is based largely upon intensive research 
in executive problems in a number of companies. (The 
names of the companies are, of course, not disclosed.) 
Much of the treatment consists of illustrative cases 
which are woven into the text material. Usually the 
interpretation of the cases is left, in substantial part, to 
the reader. For this reason, the subject matter of the 
book does not lend itself to summary and conclusions, 
and the authors warn that lifting out of the context 
ideas about executive behavior may lead to distortion. 
Despite the warning, in several cases the chapter ends 
with a conclusion, and the closing chapter is entitled 
Conclusion. 

The book is divided into two parts. Part I, The 
Executive World, treats of the position of the top 
executive in the organization and his relationships to 
other executives. His problem is to keep the business 
alive, to meet competition, to develop cooperation, and 
to plan for the future. Planning is the most difficult of 
these tasks because of the day to day pressures arising 
from current problems. 
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Part I, Executives in Action, deals with methods 
and techniques of managing personal relationships. 
Topics discussed include delegation, communication, 
control and measurement, organization charts and 
manuals, line and staff relationships, and the building 
of an organization. The techniques are not illustrated 
or described, as it is assumed that the reader is familiar 
with them. Attention is centered upon the way the 
executive uses them and the resulting human relation- 
ships and problems. 

Of particular interest to accountants are the refer- 
ences to the work of the controller and the use of finan- 
cial or other standards in decision making. The only 
controllers referred to in the book are cold calculating 
individuals to whom a fact is something that can be ex- 
pressed in figures. “If the area covered by cost figures 
could be expanded, he expanded it, without regard for 
the effect upon the operating procedures or morale” 
(p. 39). Because his mind is a storehouse of figures, this 
fellow makes himself useful to the president while giving 
other executives the feeling that his primary interest is 
to expose their weak points. 

The reader gets the impression that executive de- 
cisions are made essentially on the basis of hunches 
rather than facts. The following statements are illustra- 
tive: 

“Many effective administrators, in fact, operate al- 
most entirely by intuition. They spontaneously do the 
right thing without being able to say why. And there is 
certainly no guarantee whatever that mere facility in 
analyzing human factors will lead to genuine compe- 
tence in practice” (p. 14). 

“A few facts skillfully interpreted are often more 
meaningful to an executive than a large mass of undi- 
gested data. An executive’s hunches are sometimes 
better than his ‘reasons”” (p. 102). 

“A crucial part of the executive’s job is to work with 
the important nonmeasurable factors. Experience and 
judgment are needed in drawing appropriate inferences, 
in sizing up latent attitudes, and in acting with an 
awareness of the human continuum” (p. 134). 

The authors are aware of the advantages of definite 
cost data and accounting information. They state that 
“the capacity to be continuously aware of the whole 
operation, the unmeasured and the nonmeasurable as 
well as the measurable, is a characteristic of the success- 
ful executive” (p. 135). However, accountants will 
probably feel that more attention could have been given 
to the areas in which definite factual information would 
have a positive value in decision making. 

RIcHARD N. OWENS 
Professor of Accounting and 
Business Administration 
The George Washimgton University 
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Fraud under Federal Tax Law. Harry Graham Balter. 
(Commerce Clearing House, Inc., 1951. Pp. 330. 
$6.00.) 

The declared purpose of the author in writing this 
book was to provide the tax practitioner with a practical 
working tool in fraud cases, either civil or criminal; and 


to gather scattered material covering such cases into 
textual form useful as a reference manual. The author 
has accomplished his purpose. The text is thoroughly 
documented by copious footnotes, the table of cited 
cases is extensive, and the topical index seems entirely 
adequate after several spot checks. There is a good dis- 
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cussion in the introductory chapter on the theoretical 
aspects of Income. The book brings a refreshing spirit of 
genuine scholarship into this field. 

Chapter II treats of the subject of tax evasion versus 
tax avoidance. The premise is that tax avoidance plans 
may or may not be the subject of fraud penalties and 
therefore should be carefully weighed by a skilled 
practitioner, though an unsuccessful avoidance scheme 
honestly carried out rarely brings a fraud penalty. The 
author is probably sound in saying that “the fraud 
penalty could well be the sanction imposed for persisting 
in using or attempting to disguise a tax avoidance de- 
vice long held to be invalid.” 

In describing the operations of the Intelligence Unit 
and the Penal Division the author says: 


“We have now seen that before criminal charges 
against the taxpayer are actually brought, his case 
has been subjected to an intensive screening process. 
At the level of the Intelligence Unit the feeling that a 
prima facie case of guilt exists, sufficient to present 
the case to the grand jury for indictment if felony 
charges are involved, would probably result in a 
recommendation for prosecution. At the level of the 
Penal Division of the Chief Counsel’s office of the 
Bureau the screening is more intensive than at the 
level of the Intelligence Unit. The Penal Division 
will not recommend criminal action unless it is satis- 
fied after conferences with the Special Agent and the 
taxpayer and his representative that a conviction 
reasonably can be expected to follow the bringing of 
criminal charges. It is, of course, dangerous to indi- 
cate an over-all policy for the Penal Division because 
no declaration of policy seems to exist. Furthermore, 
decentralization of the Penal Division has brought 
with it the likelihood that emphasis may vary in the 
different Regional offices, but it is safe to say that 
the trend in the Penal Division has been away from 
the criterion of a prima facie case and towards the 
criterion of a reasonably certain conviction, weighing 
all known defenses. 

“Does the test differ any when the final review 
takes place in the Criminal Section of the Tax Division 
of the Department of Justice? It would seem not. The 
Criminal Section, too, will weed out those cases 
where, in its opinion, it is not reasonably certain that 
a conviction will follow the bringing of criminal 
charges. .. .” 


While, as the author says, the decentralizing of the 
Penal Division “may have brought about a variance in 
application of standards for recommending criminal 
prosecution” which reviews in Washington cannot 
eliminate, such a result did mot follow upon the de- 
centralization of the Technical Staff. In fraud work 
judgment and administrative discretion are most im- 
portant. This reviewer knows that the same man will 
function pretty much the same way whether his post of 
duty is in Washington or the field. Certainly the devia- 
tions from orthodoxy by the decentralized Penal Di- 
vision do not approach those which occur in the offices 
of the United States Attorneys, who, depending upon 
nerve and political strength, may fail to prosecute. This 
reviewer does not complain of that situation. The bug- 
bear of consistency can lead to a severity which ignores 
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the merits of specific cases. The relative independeng 
of the U. S. Attorneys may exasperate the tax adminis. 
trators, but it is good protection against the abuses of 
central authority. 

As the book deals with tax fraud, the inquiry unde 
“Compromise Procedure,” page 68 seq., is limited tp 
those methods and procedures which are available to, 
taxpayer for settling a fraud situation. Nevertheless th: 
author has opened up the whole field of internal reveny: 
compromises and settlements. On page 72, in discussing 
compromise of criminal prosecution cases in the Bureay 
he states: 


“... If a recommendation for criminal prosecy. 
tion is contemplated, or, if already made, is intended 
to be adhered to, the offer in compromise will in any 
event ultimately be rejected. On the other hand, if 
the offer in compromise is accepted, it means that no 
criminal action would have been taken, the making 
of the offer notwithstanding. .. .” 


Of course the above is and has to be the official position 
of the Bureau in answering the accusation sometimes 
made, that the Bureau itself uses criminal prosecution 
as a club for extorting high civil liabilities. This re 
viewer has doubts that it always happens that way, It 
is not believed that threat of criminal prosecution is 
generally used as a means of effecting the acceptance of 
weak civil liabilities. There may be isolated instances 
of it among inexperienced or over zealous Bureau agents 
By contrast, however, if the deficiencies in civil liability 
are very strong on the merits, but the likelihood of 
criminal conviction is weakened by destroyed evidence, 
dead witnesses, etc., it is believed the Bureau will some 
times close out both criminal and civil phases of the case 
at the same time, if the taxpayer makes an attractive 
offer; otherwise, the recommendation to prosecute 
would surely be made. 

Civil Penalties are discussed in Chapter IV, and 
criminal penalties in Chapter VI. By Section 293 (b), 
civil fraud is “fraud with intent to evade tax.” By 
Section 145 (b), the broad concept of criminal fraud is 
“any person who willfully attempts in any manner to 
evade or defeat any tax.” In the abstract the difference 
between the two offenses is now so slight that only theo 
retically could one violate one section and not the other 
(p. 98). Such is the case, however, only in the theoretical 
understanding of the statutory language imposing the 
two offenses. In finding guilt of fraud in a criminal ac 
tion, judges and juries are usually much harder to con 
vince than in finding civil fraud. Clear and convincing 
evidence will support the civil charge, but the felony, 
which could carry imprisonment, must be established 
beyond a reasonable doubt. 

The rule of reason enters into this subject, because 
the Commissioner has argued successfully that the 
understatement of income could be so large that it was 
incredible that it resulted from innocent oversight (p. 
108). The same rule also dictates that where there is4 
sensible latitude for difference of opinion, there is 10 
fraudulent intent. Many illustrations of this are given in 
Chapter IV. The treatise has well brought out that the 
acquittal of criminal charges is no bar to the imposition 
of civil penalties for the same offense (p. 120). The 
author also points out the “inexorable effectiveness” of 
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applying the fraud penalty to the entire deficiency, even 
fonly a small portion of it is tainted with fraud (p. 121). 

Itis observed that the Commissioner will on occasion 
assert the fraud penalty “even if the amount of the de- 
fciency is trifling.” (P. 107, citing Nazsareno D. Cesa- 
yli (1947) 8 T.C. 776.) The author takes the position 
that the smallness of the deficiency ought to be con- 
sidered as a relevant factor in determining whether 
there is present the requisite intent to evade tax. It is 
probably the prevailing view in the Bureau that the 
little fellow should be judged by more lenient standards 
than the big fellow. This reviewer opposes the double 
standard as a Bureau policy. It is fortunate for the 
revenue that the concept of income and of business ex- 
pense was developed in court against the economic 
royalists, but the little person, male or female, is just 
as crooked as the big one, and the absolute necessity of 
broadening the base of income taxation would seem to 
require uniform standards of tax enforcement, This 
view is consistent with the sample audit program of the 
Bureau, otherwise it would seem to be unnecessary to 
investigate small returns. 

Chapter V deals with jurisdictional considerations. 
This reviewer admires the fairness of the author when 
he calls attention to the “wide selection of suits and 
forums” in which a dissatisfied taxpayer’s case may be 
heard. No other sovereign power on earth seems as 
solicitous of the procedural rights of its taxpayers. This 
is generally ignored by the criticisms of organized 
bodies interested in tax practice. The explanation of 
trial procedures before the Tax Court is in detail and 
very well documented (pp. 143 seq.). 

Chapter VII deals with Voluntary Disclosures as to 
forgiveness of the criminal phase of the case. A fair 
appraisal of the situation circa 1951 is set forth on pages 
206-208, and it cannot be improved upon at this time. 
This reviewer reads with a friendly eye the following 
comments by Boris Kostelanetz: 


“If the policy is worth while at all, there is no 
reason why such a disclosure by a taxpayer should 
be discouraged. There definitely should be no reason 
why a taxpayer who has placed his head in the lion’s 
mouth by making a disclosure should thereafter lose 
it by a technical and narrow construction of the 
policy.” (P. 220.) 


Chapter VIII deals with taxpayer cooperation in the 
course of the investigation. At this point your reviewer 
hesitates to declare himself for public consumption, be- 
cause he was with the revenue service for so long that 
he is undoubtedly prejudiced. As the author points out, 
once an investigation has been initiated, a baffling 
bundle of problems confronts the taxpayer. In spite of 
the amazing successes of the criminal lawyers in isolated 
cases, we believe that the best policy for the taxpayer 
to follow, on the average, is to cooperate fully with the 
investigating agents. This chapter sets forth in con- 
venient form the statutory provisions on the production 
of books and records (pp. 226-229). 

The concluding Chapters IX, X and XI deal with 
special problems in the trial of a criminal tax eva- 
sion case. Since this reviewer never conducted the 
trial of a criminal tax evasion case in his life, he simply 
commends these two chapters to the practicing bar with 
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the observation that if they are as good as the rest of the 
book, it would be well for the trial lawyer to read them. 
The bulk of tax evasion litigation involves unreported 
income, and of recent years this has become the chief 
concern of the fraud investigators. A lot of it comes out 
in the long run because eventually a person has to die. 
Then, the normal processes of the law and of the In- 
telligence Unit, begin to function. The estate of a tax 
evader must square itself with the Government. 

The observations of this reviewer date from the early 
twenties when fraud and unreasonable accumulations 
were almost impossible to prove to the satisfaction of 
the courts. The defeat of the revenue was a legitimate 
game, even amongst the social elite and the judiciary. 
But the spread of the socialistic spirit and acceptance of 
world-wide responsibilities have resulted in revenue re- 
quirements which have brought about a revolution in 
the basic concept of fraud upon the revenue. That 
which thirty years ago would have been acclaimed as 
striking a blow for freedom is today regarded with a 
jaundiced eye. Taxpayers are today being found guilty 
of fraud in situations which thirty years ago the Bureau 
would not have had the temerity to question. This is 
well illustrated by the assertion of fraud in the technical 
sales of securities (p. 111), which for years had been 
recognized without question. For such reasons the de- 
cisions of today cannot be squared with those of yester- 
day. 

This fraud manual is unique in its field. It should be 
near every practitioner’s work-bench. 

AUBREY R. MARRS 

Washington, D. C. 


What You Should Know About Estate and Gift Taxes. 
J. K. Lasser. (New York: Henry Holt and Com- 
pany, 1951. Pp. xi, 175. $2.95.) 


Those who have been consistent readers of the books 
written by J. K. Lasser realize that his writings vary 
extensively from intricate, technical works to simpli- 
fied, popular presentations not intended for technical 
interpretation or application. In this particular work on 
estate and gift taxes, he has probably reached an apex 
in his efforts to simplify for popular consumption an 
extremely intricate and complicated portion of our 
revenue laws. 

The fact that this book is not, and does not pretend 
to be, a real working tool in the actual application of 
statutory language is clearly set forth by the author 
himself in his introduction. In fact, because of the limi- 
tations of the book, the author does not call his opening 
comments “introduction,” but discusses the limitations 
under the heading “Be sure to read this first.” In view 
of the foregoing, it is unfortunate that the publisher’s 
advertising and the comments appearing on the jacket 
of the book are not more restricted in their statements 
as to its usefulness. This comment is not intended as 
any criticism of the book itself, only as a warning to 
prospective purchasers who might be led to expect a 
learned discourse on the subject. 

As this reviewer understands the intent of this publi- 
cation, it is to set forth the problems of every business 
man and property owner in sufficient detail for him to 
recognize these problems in connection with his estate 
and any gifts that he might make. It seems to be the 


610 


further intent to offer “leads” and sufficient advice to 
enable him to know the factors which should be con- 
sidered in solving such problems. As a natural supple- 
ment to the presumed purposes, the book also seems 
intended to assist the “average man” in determining 
when and how he might be in the need of professional 
assistance and indicates the type of information to be 
assembled for a professional advisor in order to obtain 
a satisfactory result. 

. Within the scope of the aforementioned presumed 
intent, the book does an excellent job. The segregation 
of the contents is into logical parts and leads naturally 
from generalizations to specific problems and comments 
relative thereto. References to statute and regulations 
are inserted only where absolutely necessary to give the 
reader the required limited’ knowledge of the subject 
and such references are infrequent enough not to be con- 
fusing to the uninitiated in the field of taxation. 

Undoubtedly, the coverage with reference to certain 
specified subjects, such as insurance, the use of trusts, 
the possibility of present disposition of holdings, etc., is 
insufficient to please those who have made special stud- 
ies of these subjects or who might be interested in con- 
vincing the “average man” that he should follow par- 
ticular methods in his estate planning. However, the 
fact that these subjects are an essential part of estate 
planning, is clearly set forth in the book in sufficient de- 
tail to indicate how and why they should be considered. 

The brief comments in the book with regard to the 
gift tax, its application and the use of gifts in estate 
planning will undoubtedly be both shocking and ma- 
terially educational to many persons who have given 
insufficient thought to this subject and who have not 
even recognized the possible application of this part of 
the revenue laws to themselves. 

The book contains, in addition to the tabulation of 
estate and gift tax rates, certain “annuity” and “present 
worth” tables taken from the published regulations. It 
is problematical whether these tables will be of material 
use to the reader for whom the book seems intended. 
The author has, by example, tried to guide such readers 
in the use of the tables for simple computations and ap- 
proximations. Obviously, such use is essential if the 
reader is to understand the impact of the taxes under 
discussion, but there remains the question whether ex- 
planation has been sufficient in the book to assist in the 
understanding of the required computations, particu- 
larly with regard to the estate tax. 

In summary, the prospective reader of this work 
should recognize it as nontechnical. The interested but 
uninitiated in this particular field of taxation will find 
the work enlightening and thought provoking. 

E. RICHARDSON 
Partner 
Lybrand, Ross Bros. & Montgomery 
Washington, D. C. 


Guide Book to New York State Income Taxes of Indi- 
viduals and Fiduciaries. Samuel M. Monatt. (New 
York: Commerce Cleaning House, 1951. Pp. 263. 
$3.00.) 


The last several years have seen the publication of a 


The Accounting Review 


spate of pamphlets of one sort or another which purpor, 
to instruct the layman in preparing his Federal Incom 
Tax return. Mr. Monatt has done the same thing fy 
New York State Income Taxes on individuals ang 
fiduciaries. Such booklets, unless addressed to a rathe; 
limited group of taxpayers (and even in most such 
cases), must of necessity be set forth in more specifi 
terms than we all know the law to permit. Thus, in dis. 
cussing gain or loss on the sale of a residence (par, 1% 
3226) the author states flatly “Depreciation need ng 
be taken into account (New York adopted the same 
Rule in 1950).”” The New York rule, unfortunately, does 
not apply except in case of property purchased by tax. 
payer since January 1, 1919. Only by expanding the 
commentary far beyond any reasonable size could alj 
such exceptions and special interpretations be set forth, 
Every such pamphlet should therefore contain a caveat 
indicating the limitations which necessarily exist in its 
scope. 

As an outline of the law applicable to the reporting of 
income for New York State Income Tax purposes and 
subject to the ever present warning that special cases 
(which the taxpayer may not necessarily recognize as 
such) always require special treatment or further in- 
vestigation, the author has done a good job of setting 
forth the proper procedure for preparing a taxpayer's 
returns. At the date of this writing a book telling how to 
file a return on April 15, 1951 has lost its timeliness but 
it may be expected and hoped that a subsequent edition 
of the book will be available in time to help with 1982 
filing. 

The author has done a very competent job and has 
made use of a number of very helpful devices. He has 
many check lists, for instance: taxable income, non- 
taxable income, allowable deductions, non-allowable de- 
ductions. He has also, on the sample tax returns which 
he reproduces, referred line by line to the paragraph in 
the text which explains the matter therein included. 
This cross-referencing could well have been carried over 
to his check lists. It would have made them a good deal 
more valuable. Whether more extensive cross-references 
within the textual material would add to or detract from 
the usuability of the book, is debatable. 

It should be noted that the check lists (which are 
found throughout the book) not only set forth the tax- 
able status of the various items of income and deduc- 
tion, but in addition compare the deductibility of these 
items for Federal and New York State purposes. Since 
we are all, I suspect, more or less familiar with the 
Federal law and certainly more familiar with the Fed- 
eral than the State law, this comparison is quite helpful. 

Another very helpful type of presentation which is 
found throughout the book is the use of examples and 
schedules. These illustrate problems which arise in the 
case of the specimen returns which have been prepared 
for certain fictitious taxpayers. 

All in all, the book will prove a valuable aid to those 
who want a quick, rough answer to the problems dis- 
cussed. 

G, LEDLEY 

Assistant Professor of Accounting 
Queens College 
Flushing, 
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We Need Your Assistance 


Undelivered copies of the ACCOUNTING REVIEW and other mail items for the per- 


sons listed below have been returned to us. 


In some cases the cause for nondelivery is 


removal by the addressee from an old address without notification to us or the postal au- 
thorities. In other cases, the cause is an insufficient address; apparently the Post Office 
Department has curtailed to some degree the directory service it used to render. 

If you know the present address of any person listed below, please call his attention to 
this notice or send us a postcard showing his present address. 

The persons we cannot locate and the last addresses we have are: 


Harold G. Allen—gs5 Grant St., Chickasaw, Ala. 
Wilbert S. Anderson, Jr.—4238 Chestnut St., Philadelphia, 


Pa. 
paul J. Arn—i6o2 Union Commerce Bldg., Cleveland 19, 
Ohio 
Jules Augus—University of Pennsylvania Dorms, Box 782- 
g7th and Spruce, Philadelphia, Pa. 
Lawrence E. Ayers—24 Rhode Island, Buffalo 13, N.Y. 
Miguel P. Barrios, Jr—Hopi Lodge Rm. 38, Univ. of 
Arizona, Tucson, Ariz, 
Nathaniel Bowens—Southern University, Southern Branch 
P.O., Baton Rouge, La. 
Robert L. Bowman—740: Harry Truman Dr., Dayton 3, 
Ohio 
Robert Breier—7oo University Avenue, Syracuse, N.Y. 
LeRoy A. Breitkreutz—Box 112, Johnson Creek, Wis. 
Charles D. Bruscino—334 Vetsville, Boulder, Colo. 
Frederick Buegel, Jr.—Crystal Hotel, 1108 N. Clark St., 
Chicago 10, Ill. 
Walter Burgeon—g8o0 Main St., Buffalo 18, N.Y. 
Otis D. Cagle, Jr.—go3 Temple Ave,, Knoxville, Tenn. 
James A. Carr—Box 3, Univ. of Pa. Dorms, 37th & Spruce 
St., Philadelphia 4, Pa. 
Raymond A. Celtes—R.R. 1, Byron, Ohio 
David H. Close—i25 Oraton Parkway, East Orange, N.J. 
Dennis Coleman—P.O. Box 9784, Southern Univ., Baton 
Rouge, La. 
Leo Vincent Dalton—1470 Ivy, Denver 7, Colo. 
Paul L. Daniel—Box 8291, Univ. of Tenn,, Knoxville, 
Tenn. 
Donald Davidson—2i3 N. Institute, Peoria, Ill. 
Webster Decker—1i1 Tecumseh Ave., Mt. Vernon, N.Y. 
Gloria DePuy—Box 697, Alfred, N.Y. 
Martin Dowahare—Box 1909, Lexington, Ky. 
Martin Drebin—2707 Carpenter, Des Moines, Ia. 
James K. Eagles—ii25, Hartel St., Philadelphia 11, Pa. 
Fred E. Facker—Box 267, Baldwin, Kan. 
Charles Ferry—Bernet Hall, John Carroll Univ., Cleveland 
18, Ohio 
Morris Fisher—6035, Sengison St., North Hollywood, Calif. 
Gus W. Grannemon—7or, S. Maguire, Warrensburg, Mo. 
Richard Greenberg—730 Irving Ave., Syracuse, N.Y. 
David Guest—877 Leetonia, Marion, Ohio 
Jack Guthrie—720 College Ave., Columbus 9, Ohio 
William Haley—Lawyer’s Inn, Dallas, Tex. 
Melvin L. Hamby—Lot 25, U.N.C. Trailer Ct., Chapel 
Hill, N.C. 
Loron M. Hangen—Capitol University, Columbus 9, Ohio 
Merle E. Harmon—gis, Commonwealth, Boston 15, Mass. 
Ned C. Hayes—i20 W. 14th St., New York 11, N.Y. 
Jerald L. Heiman—6oo Green Ave., Apt. 308, Seattle 9, 
Wash. 
Reynold Herman—c/o Robert Penn & Co., 39 S. LaSalle 
St., Chicago, Il. 
R. C. Honke—4228 Perkins Rd., Baton Rouge, La. 
Ben J. Hostmark—o122 S. Haledon, Downey, Calif. 
Milow Howard—320 N. Prospect, Bowling Green, Ohio 
John Charles Human—Box 8173, U.T. Station, Knoxville, 
Tenn. 
William C. Hutchison—g18 S. 12th St., Philadelphia 7, Pa. 
George Taylor Hutton—9818 31st St., Meridian, Miss. 
William Sims Jackson—Savannah State College, Savannah, 
Ga. 
John S. Jamilkowski—796 Main St., Springfield, Mass. 
Thomas S. Jenkins—1201 Washington, Fort Worth 4, Tex. 
Charles J. Joseph—456 E. 14th St., New York 9, N.Y. 
Ann M. Kassing—Capitol University, Columbus 9, Ohio 
William Katz—24 Summer Terrace, Springfield, Mass. 
Thomas Kehlenbrink—Capitol University, Columbus 9, 
Ohio 
Hollis K. Kembel—84 a Polo Village, Tucson, Ariz. 
Peter J. Kilday—4oa Bromley Park, Boston 30, Mass. 
Nelson A. Kniffin—n33 Windcrest, State College, Pa. 
Fdgar S. Kross—Box 597, 37th & Spruce, Philadelphia, Pa. 
Fly Kushel—22¢q 85th St., Brooklyn 14, N.Y. 
Jimmie L. Lackey—Gregson Hall, Box 24, Fayetteville, 
Ark. 
We apologize for our error in including the name of 


Richard Lavelle—46 Park Pl., Geneva, N.Y. 
Gerald Ledger—Box 4905, Virginia Tech. Station, Blacks- 
burg, Va. 
Raymond M. Lee—A-2 Collandale, Syracuse 10, N.Y, 
Nathan Leslie—51 Beck Ave., Bronx 59, N.Y. 
Lawrence Levy—gg4o Spruce St., Philadelphia 4, Pa. 
James McAndres—g221 Myrtle St., Erie, Pa. 
George 'T. McClure—Box 1524 Station D, Los Angeles 7, 
Calif. 
John P. McLean—643 Adams Ave., Scranton 10, Pa. 
William F. Martin—g7 Montecello Rd., Jamaica Plain, 
Mass. 
Herbert J. Meredith—2636 Portland St., Los Angeles 7, 
Calif. 
Wallace Moore—i262 Crenshaw Blvd., Los Angeles 19, 
Calif. 
Leahue L. Morris—162 1st St., Morgantown, W.Va. 
Joseph A. Nieradzik—11o02 gth Ave., Apt. 32, Seattle 1, 
Wash. 
Wm. M. Nunn, Jr.—c/o Stanolind Oil & Gas, Brownfield, 
Tex. 
Arthur L. Nystrom—6g Columbia Parkway, Buffalo 10, 
N.Y. 
Bill Parker—so0o0 University, Missoula, Mont. 
Roy Poole—P,O. Box 433, Gainesville, Fla. 
N. Popaard—1807 W. 52nd St., Cleveland 2, Ohio 
Ralph Porzio—1706 76th St., Brooklyn 14, N.Y. 
Carl E. Radcliff—837 West Second St., Wilmington, Del. 
Arthur Ramo—6:1 Lincoln St., East Orange, N.J. 
James W. Rease—Idaho State College, Pocatello, Idaho 
Donald Reilly—John Carroll Univ., Cleveland 18, Ohio 
Paul W. Reinsch—28g1 California, Omaha, Neb. 
Robert Richards—68 Seventh St., Bangor, Me. 
K, E. Roadinger—Box 981, Memphis, Tenn. 
Herbert Rosen—371 Washington St., Norwichtown, Conn. 
L. K. Rutenbeck—ioz22 8th St., DeWitt, Ia. 
Eugene P. Sauer—go8 Sheridan Ave., Columbus 9, Ohio 
Fred D. Secrest—c/o Clarence Broadfoot, P.O. Box 135, 
Baldwin, Kan. 
Wm. Seeger—6 Belden Ct., New London, Conn. 
Everette R. Shaw—Dept. of Economics, Arizona State 
College, Tempe, Ariz. 
Charles Silk—619 East University, Ann Arbor, Mich. 
Jiles D. Smith—Florida Southern College, Lakeland, Fla. 
Sidney F. Spradlin—1559 High St., Denver, Colo. 
L. F. Steel—s5, Fifth Ave., New York 3, N.Y. 
R. Wayne Stephenson—1036 N. Dearborn, Chicago 10, 
Ill. 


David Strauss—5217 Marathon Ave., Los Angeles, Calif. 

G. W. Streng—gos, Chase, Hanover, N.H. 

George H. Traylor—2o67 Merry Lane, R.R. 2, Atlanta, Ga. 

Robert L. Turner—g Centre St., c/o Mrs. Comiskey, Brook- 
line 46, Mass. 

K. Bates Uttrich—Todd Union, University of Rochester, 
Rochester, N.Y. 

Stephen W. Vasquez—5317 St. Charles Ave., Apt. D, New 
Orleans 18, La. 

Edward L, Vaugn—3108 West Ave., Austin, Tex. 

Gerald C. Vittetoe—2009 Que St., N.W., Washington, D.C. 

Joseph Wallace—115 N. Glenwood, Peoria 5, Ill. 

Floyd E. Wannamaker—10 Campus Club, Moscow, Idaho 

Richard Lon Weeks—105 Mason Farm Rd., Chapel Hill, 
N.C. 

Ted Weisberger—1i215 S. Fourth St., Box 261, Champaign, 
Ill. 


Jack Weiss—E-1 Federal Circle, Univ. of Mass., Amherst, 
Mass. 

Arthur J. Westenrider, Jr—ig822 Roseton, Norwalk, 
Calif. 

Andrew Wilch—720 College Ave., Colmubus 9, Ohio 

B. H. Williams—i21 Knoblack, Stillwater, Okla. 

Harvey L. Ziel—izo N. Washington, Ypsilanti, Mich. 

Thomas P. Zwick—g806 Woodward, Cleveland, Ohio 


Professor Gould L. Harris in this list in the July issue. 
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joseph Cerny, University of Mississippi 
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31st REVISION OF AMERICA’S LEADING TAX COURSE 


Prentice-Hall Federal Tax Course 
NEW 1952 Students Edition 


Just published in August, the NEW 1952 Edition provides an up-to-date, com- 
prehensive explanation of the Federal tax structure and training in the appli- 
cation of tax principles to specific problems. Divided into 32 chapters, there 
are 5 kinds of problems for each chapter. 


FREE INSTRUCTOR’S MANUAL 


Containing complete teaching aids, the New Manual is available FREE to 
instructors who order five or more copies of the Prentice-Hall 1952 Students 


Edition FEDERAL TAX COURSE. 
The 1952 Edition does not include the Code. While the price of the Course 


remains the same, the Code is available in a separately-bound book of over 
700 pages, for only $2.00. The Regulations are also published separately. 


Send for your copy today! 
PRENTICE-HALL, 70 Fifth Ave., New York 11, N. Y. 
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